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“The Revenue Act of 1942” 


snd from the Business Man’s Point of View 


By M. L. SEIDMAN* 


HE 1942 Revenue Act is yet unborn. Its destiny 

is still in the lap of the Gods—and Congress. 

Obviously, it is much better to avoid mistakes 
in tax policy than to try to correct them later. How, 
then, shall we raise the additional billions that must 
be raised by taxation, without making the taxpayer’s 
life unbearable? 

Proposals in this regard include substantial increases 
in present personal and corporate income taxes, a gen- 
eral sales tax, a withholding tax, increased social security 
taxes, increased corporate excess profits taxes, higher 
capital gains taxes, increased rates of present excise 
taxes as well as their extension to new fields, and the 
taxing of income from tax-exempt securities. 


Admittedly, all of these proposals have but a single 
aim; to divert national income to government use. 
And, to each of us as individuals, that means con- 
tributing our fair share of the total, for, in the last 
analysis, it is the individual that is the tax atom. All 
income is either received directly by the individual or 
is earned indirectly for his account. A tax against a 
corporation is, in ultimate effect, a tax against the 
individuals who own the corporation. Therefore, in 
trying to find the limit to which taxes can be carried, 
our problem is somewhat simplified if we can see 
clearly that what we are in effect after is to capture 
the largest share of the income of the greatest number 
of individuals. 


More Than Half of National Income 
Escapes Direct Taxation 


Since it is from net income that nearly all taxes 
must come, no matter by what name called, or how 
the tax is imposed or concealed, then, it seems but 
common sense that we should first exhaust the full 





* Certified Public Accountant, and Chairman of the Taxation Com- 
mittee. New York Board of Trade. 





Borrow more 
and tax less? Which 
is more conducive to 
the maximum war 
effort? 








possibilities of a directly imposed income tax before 
we turn to other taxes. That we have not yet done 
this is obvious from a comparison of our own income 
tax level with that of Great Britain. 

Our personal exemptions are still more than twice 
theirs and our rates in the lower and middle brackets 
do not yet begin to compare with theirs. Take the 
case of a married man with two children. On an 
income of $2,000, England collects $304. We col- 
lect nothing. On $5,000, they collect $1,428 against 
our $272. On $10,000 they collect $4,044 against our 
$1,117. On $50,000, they collect $35,994 against our 
$19,967. Only as the highest income levels are reached 
do we catch up with their level of income taxation. 
The result of our system is to entirely exempt from 
direct income taxation more than half of our national 
income and to tax rather lightly the lower strata of 
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the remaining half. If we are ready to really dig 
deeply into our national income and to do so openly, 
directly and courageously, then there can be little 
doubt that here lies one of the important untapped 


sources of taxation. 


The Sales Tax 

A general sales tax is advocated in some quarters 
as a tax best calculated to reach those people that are 
today let out entirely or touched only lightly by the 
income tax. A sales tax can undoubtedly be made to 
produce much revenue. But it is in effect a gross 
income tax with no allowance for dependents. Cer- 
tainly, a tax on net income with some allowance for 
dependents is much fairer. Besides, a general sales 
tax tends to pyramid itself so that by the time the 
consumer pays for a finished article, its price fre- 
quently includes not a single sales tax, but one multiplied 
and compounded. We may eventually have to come 
to the sales tax but it should be only as a last resort. 


The Withholding Tax 


Then there is the so-called withholding tax. It is 
spoken of as if it were a separate and distinct tax. 
Actually, it is nothing more than the collection at the 
source of a component element of the income tax, and 
as such, would certainly have to be taken into account 
in arriving at the individual’s income tax liability. 
One can readily accept the withholding process as an 
anti-inflationary measure and as an aid to the timely 
collection of the income tax, but as nothing very 
much more than that. 


Social Security Taxes 


As to increased social security taxes, their nature 
and effect should be clearly understood. To the gov- 
ernment, all receipts from this source must be con- 
sidered borrowed money to be repaid as the benefits 
accrue. The contribution by the employee is in effect 
a compulsory loan which is to be repaid to him in 
specified amounts at some future time. The contribu- 
tion by the employer would necessarily have to be 
reflected in higher production costs and is to that 
extent inflationary and should be avoided. 


The Capital Gains Tax 


Turning now to a consideration of the capital gains 
tax, experience has shown that the volume of capital 
transactions increases in adverse proportion to the tax 
rate; the higher the rate, the smaller the revenue pro- 
duced. That is of course understandable, for these 
transactions are almost always within the control of 
the taxpayer, and since they frequently mean nothing 
more than the getting out of one investment and into 
another, they are avoided altogether if the tax cost is 
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too high. As a result, the government collects no 
revenue at all when it might collect some if tax rates 
were not so high. And, as an unfortunate by-product, 
these high taxes act as an obstacle to the free move- 
ment of capital from industry to industry. In terms 
of our war effort, that means capital is prevented from 
moving into production and from being converted into 
cash for the purchase of defense bonds. 


Our present capital gain rates are already so high 
as to prevent rather than produce revenue. By treat- 
ing all capital gains and losses alike, regardless of the 
time factor, and by reducing the tax rate, this tax can 
be made to produce more revenue. 


Compulsory Joint Returns 


Agitation for compulsory joint returns of husband 
and wife was originally based upon the commendable 
desire to remove the unfair tax advantage enjoyed by 
residents of community property states. But hus- 
bands and wives owning individual property and hay- 
ing independent incomes, regardless of the state of 
residence, are entitled to be, and should continue to 
be taxed as separate taxpayers. Compulsory joint 
returns would penalize the entire nation in order to 
remove the undue advantage enjoyed by residents of 
a few states. The remedy obviously is to find a way 
to treat these favored residents in the same manner as 
we do residents of all other states. No one could 
fairly be heard to complain if this were done. 


Tax-exempt Securities 


In the interest of morale, especially when people 
with small incomes are asked to make great sacrifices, 
the evil of the tax-exempt security should be halted. 
While any attempt to tax presently outstanding exempt 
securities, whether they be of federal, state or local 
governments, would assuredly be a flagrant breach of 
faith a halt can and should be called on the issuance 
of new tax-free securities. 


Estate and Gift Taxes 


Further substantial increases in estate and gift taxes 
have been suggested. One is inclined to doubt the 
wisdom of doing so because of the social and economic 
implications involved. In any event, it would seem 
that the higher bracket rates of these taxes are already 
so steep as to be self-defeating. More revenue from 
this source can thus come only from a reduction in 
exemptions and from an increase in the lower and 
middle bracket rates. 


While on this subject of smaller exemptions and 


- higher rates, whether it be for estate and gift taxes or 


for income taxes, the argument is frequently encountered 
that this has the effect of soaking the poor. One need 
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only point out, in reply, that all taxpayers, rich and 
poor, are affected by low-bracket rate increases, and 
that smaller exemptions are ever so much more costly 
to the larger taxpayer, for the reason that the amount 
removed from exemption is taxed to him in his highest 
bracket. 


Corporation Taxes 


As to corporations, they are today subject to four 
distinct federal taxes based on income. There is the 
income tax, the surtax, the combination capital stock 
and declared value excess profits tax, and the war 
excess profits tax. The combined effect of these four 
taxes in the highest brackets is already 76%. Then, 
there are some special taxes, so that to corporations 
accumulating earnings beyond reasonable needs, the 
highest rate is already 85%, and to personal holding 
companies it is 90%. 

Assuming further rate increase all along the line, 
some relief at least could come from a simplification 
of this complicated tax structure and a removal of 
some of the unnecessarily harsh provisions. Cer- 
tainly, the irritating capital stock tax and its related 
penal excess profits tax has no place in any sound tax 
plan, especially since the revenue factor can readily 
be met by a simple rate adjustment in the corporate 
income tax itself. In fact, simplification of our entire 
tax structure is one of the crying needs of the day and 
the possibilities for saving time, energy and cost in 
that direction are enormous. 


The Excess Profits Tax 


\WVith all corporate profits being taxed at high rates, 
the excess profits tax should be what its name implies ; 
a tax on the excess over normal profits. No formula 
which allows merely an arbitrary, uniform and fixed 
percentage of return on invested capital can avoid taxing 
normal profits as excess profits. Only by alternatively 
allowing full credit for normal earnings of a repre- 
sentative base period can abnormal earnings or excess 
profits be fairly arrived at. 

\t present, 95% of the base period income is allowed 
as a credit. The remaining 5%, although admittedly 
normal profit, is nevertheless considered as excess 
profit and so taxed. That is typical of a number of 
provisions in our tax laws which give the taxpayer 
the impression that he is being shortchanged. The 
thing is so unnecessary. A slight adjustment in the 
tax rate could easily produce the amount of revenue 
involved and it would be paid ever so much more 
willingly. Moreover, once excess profits are fairly 
determined, they can be taxed at considerably higher 
rates than they are now. 


“REVENUE ACT OF 1942” 


Wrong Yardstick 


There is, in addition, a basic defect in the applica- 
tion of the excess profits tax yardstick which requires 
correction. At present, the progressive rates are stepped 
up with specific amounts of income subject to the tax. 
Accordingly, mere size of the income rather than the 
degree of excess determines the rate of tax. But 
whether a company earns $100,000 or $1,000,000 is 
certainly in itself no criterion of normal or excess 
profits. The present arrangement might be permitted 
to remain as an alternative method whenever the tax- 
payer chooses to adopt it, but as a general proposition, 
excess profits tax rates should increase only as the 
percentage of profit over normal increases. 


Importance of Taxpayer’s Good Will 


This matter of the tax collector earning and keeping 
the taxpayer’s respect and good will is always of 
tremendous value in a system of self-assessment, but 
is of extraordinary importance now when the tax- 
payer’s full codperation is vital in the interest of our 
war effort. With a general understanding of our 
great needs, steep tax rates are not likely to encounter 
very much resistance, but the disallowance of the 
pettiest item in arriving at taxable income—such, for 
instance, as the rental cost of a safe deposit box, or a 
small fee paid for assistance in preparing the very tax 
return over which the controversy arises, will create 
a peeve and a grudge on the part of the taxpayer out 
of all proportion to the amount of tax involved. 


This process of chiseling away legitimate deduc- 
tions and correspondingly increasing taxable income 
developed out of an initial reluctance to increase rates. 


But as rates were later increased, the whittling down 
process was not correspondingly corrected. This should 
now be done. 


Tax on True Net Income 


Certainly, in still further increasing rates, we must 
be sure at least, that from now on we tax only true 
netincome. All costs and expenses reasonably related 
to income should be allowed as deductions in arriving 
at taxable income. It would seem but good business 
on the part of the government to carefully avoid any 
basis for complaint on this account. The codperation 
and good will which would in turn follow could more 
than make up for the loss of revenue. 


While on this subject of taxing only true net income, 
it seems proper to emphasize that in the case of a 
business, it is the average income over a number of 
years rather than the income of a single year that 
counts. The profit of a single year even in normal 
times, does not represent the true earning power of a 
business. Yet, with tax rates reaching the confisca- 
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tion point, a single year’s profit is still the basis for 
tax. And, should a loss year follow rather than precede 
a profit year, then even the slight relief afforded by 
the limited net-loss carry-over provision is denied the 
taxpayer. 

The net effect of all this is to tax profitable years 
That is 
indeed an intolerable arrangement even in normal 
times, but particularly so in times like these, when 
staggering losses may appear overnight, wiping out 


with practically no regard for loss years. 


accumulated earnings, reserves, and even the capital 
of a business. 


Importance of Inventory Reserves 


Good accounting practice and good business usage 
call for reasonable reserves to be set up out of current 
earnings to meet such risks. This is especially neces- 
sary today in the valuation of inventories. For, with 
rapidly rising prices, there is an element of inflation 
in inventories which should not be included in taxable 
income. A tax is now paid on this inflation and there 
is no way in which the taxpayer can hope to recover 
this tax when the bubble bursts. The obviously 
equitable thing to do is to provide for the loss by a 
reserve taken out of the very profits which include the 
inflation. But at present, such a reserve is not de- 
ductible from taxable income. That should be corrected. 

[tis now permissible to take inventory on a so-called 
“last-in first-out basis.” But even that is not available 
to many taxpayers because of the seemingly needless 
restrictions regarding the treatment of inventories in 
financial statements issued during the year of the 
adoption of this method. Such restrictions should be 
retroactively removed. 


Small Corporations Punished 


Many small businesses are today severely punished 
under our tax laws for having adopted the corporate 
form of doing business. These little companies are 
nothing more than partnerships, originally incorporated 
for such minor advantages as the corporate form of 
doing business affords. They did not then bargain for 
a steep income tax, plus a healthy surtax, plus a 
guessing-contest capital stock tax, plus a burdensome 
excess profits tax, plus substantial individual income 
taxes upon receipt of the remains of the corporate in- 
come. Small wonder that these little businesses would 
now like to be recognized as partnerships which, in 
effect, they really are. 

There is no reason in justice or equity, why they 
should not be so treated for tax purposes. Each stock- 
holder could then be required to pick up his pro rata 
share of the corporate income in his personal return, 
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just as he would have to do in a partnership. 


Here 
again, loss of revenue could be made up by rate 


adjustments. 


Extraordinary-hardship Cases 


Our excess profits tax law has a relief provision 
which extends special treatment to extraordinary- 
hardship cases. The provision, however, is so minutely 
hedged about as to be of little practical value. Many 
extraordinary-hardship cases are among the smaller 
companies to whom relief would automatically come 
if they were to be treated as partnerships. For other 
cases, a relief provision should be enacted which can 
be more practically applied. It is obviously impossible 
to minutely define and categorically itemize all imaginable 
situations which could result in extraordinary hardship. 
It is similarly impossible to prescribe the degree of 
relief and the method of its application. Instead, it 
would seem more practical in such cases to grant wide 
discretionary powers to some administrative body, and 
leave the rest to intelligent and impartial administration. 


Amortization 


The amortization provisions with respect to defense 
facilities now apply only to corporations. They should 
be extended to all businesses, including partnerships 
and individual proprietorships. With the entire country 
using every available facility for war production, what 
reason can there possibly be for providing that only 
corporations shall be entitled to acceleration in writ- 
ing off the cost of plant and machinery. This obvious 
discrimination should be rectified. 


Consolidated Returns 


Affiliated corporations should have the right to file 
consolidated returns for the purpose of all taxes based 
upon net income. At present, that right is limited to 
the excess profits tax return. The result is much 
confusion, coupled with an understandable bewilder- 
ment on the part of the taxpayer, who cannot see why, 
if affiliation is proper for one return based on income, 
it should not also be proper for all other returns based 
on the same income. 


Dangers of Over-taxation 


Finally, in our attempt to find the highest level at 
which to tax business profits, we cannot afford io 
overshoot the mark. For beyond a certain point in 
taxation, initiative is destroyed and inefficiency, waste 
and extravagance are encouraged. It would be better 
to borrow more and to tax less, if doing so will resu!t 
in our maximum war effort. 
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AM VERY happy to be with you in Cleveland 
this afternoon, because this great city, far from 

any battle line, is one of the places where the out- 
come of this war and the future of this country is 
being decided. 

Here in the Cleveland area you have a great con- 
centration of the forges and the assembly lines which 
are America’s real front lines at this moment. Day 
and night your industrial wheels are turning, your 
hammers pounding, your fires burning, your workers 
toiling, to win the war. You in Cleveland are show- 
ing what our free people can do when they are aroused, 
and I take my hat off to you. 

You and all the others of our 130 million people 
have begun to speak in the only language that tyrants 
understand—the language of tanks and planes, guns 
and ships, and men with the courage and conviction 
to carry that message all the way to Tokyo and Berlin. 

What has happened, I wonder, to those who used to 
say that the pioneer spirit was dead? The pioneers 
who opened Ohio did not let danger or hardship daunt 
them; they regarded every danger as a challenge, 
every hardship an adventure. You in Cleveland have 
not lost that spirit. It is alive and strong, here in 
your state and in every state. 

Already we have answered the shock of Pearl Harbor 
by dedicating ourselves to the greatest job that ever 
confronted our country. We have shown that we can 
take marching orders by accepting and applauding 
the great task the President set for us the other day, 
the task of making such an overwhelming number of 
weapons that the Nazis and the Japanese will be 
utterly unable to match us. 


* Address before the Forum of the City Club of Cleveland, Jan. 
24, 1942, 
** Secretary of the Treasury. 





TAX AVOIDANCE 
and YNEQUITIES 


By HENRY MORGENTHAU, JR.™ 
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If any further proof of our determination were needed, 
let any of our enemies look at the magnificent response 
to the sale of Defense Bonds and Stamps in the past 
few weeks. The total has now passed three billion 
dollars, and the response in January has set new 
records in every direction. 

Whatever test may be given to us, we are going to 
surmount it. Whatever hardship may be in store for 
us, we are ready to take it and give it back to our 
enemies a hundred-fold until victory is won. That 
was the pioneer way in the old Ohio days; that is the 
American way today. That is the way we shall keep 
faith with the pioneers and with the promise of a better 
world which they foresaw. 

We have only just begun to fight; we have only 
begun to learn what this war effort will involve. In 
the near future, for example, we shall face a new 
challenge of a kind which I think too few of us have 
planned for or even considered. This is the challenge 
of paying for the war. It will come first on March 16, 
when fifteen million Americans will be called upon to 
pay income taxes for the waging and the winning of 
this war. It will come later in the payment of the 
vastly increased war taxes which we shall have to 
impose upon ourselves in the new financial year. I 
am confident that we shall meet those new require- 
ments, and any requirements, without flinching. We 
know, as I have said before, that it’s a million times 
cheaper to win a war than to lose one. 

This is not the time for me to discuss the new tax 
program. The President has said that we must have 
nine billion dollars in new revenue. We have no more 
right to fall short of that goal than we would have to 
fall short of the President’s announced goal of sixty 
thousand planes and forty-five thousand tanks in 1942. 
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It will produce hardship; of course it will. Since 
when have the American people been daunted by 
hardship? It is part of our American tradition to face 
the facts, however harsh the facts may bé. You know, 
without my saying so, that we cannot divert half of 
our national income to war production without “dis- 
locating” our economy from its customary routine. 
You know, without my saying so, that we cannot 
spend forty billion dollars in this year 1942 without 
“disturbing” ordinary business and ordinary living. 
You know, too, that we cannot fight and win a life- 
and-death struggle, a war that encircles the whole 
planet, without discarding old habits, old fears, old 
notions of business-as-usual. 

Weare, however, entitled to lay down just this one 
premise: that whatever hardship may be in store, we 
shall face it together ; that it shall be distributed fairly 
and borne by all in their fair proportion, in accordance 
with their ability to carry it. And that brings me to 
the chief subject I should like to discuss with you. 


Removal of Tax Injustices 


This Administration has tried hard: for years, and 
with a good deal of success, to remove tax injustices. 
Such injustices are of two kinds: those which per- 
mitted some to escape their fair share of tax payments, 
and those which bore down too harshly upon certain 
taxpayers. For eight years at the Treasury I have 
fought against the remaining vestiges of unfairness in 
the statute books, and in almost every one of those 
eight years Congress has closed some loopholes and 
enacted some remedial provisions. 

In the Revenue Act of 1937 there was a whole series 
of reforms which made it impossible, among other 
things, for anyone to escape taxation by incorporating 
his yacht or country estate, or by creating a personal 
holding company. These devices have now been out- 
lawed. Since then the struggle to perfect the statutes 
has gone on without stopping. 

Now that we are at war, the fight becomes more 
necessary than ever. The President has spoken again 
and again of the need of making our taxes not only 
effective but equitable as well. Only the other day, 
in his Budget Message, he repeated that “a fair distribu- 
tion of the war burden is necessary for national unity.” 

War knows no avoidance. As the President said, 
“When our enemies challenged our country to stand 
up and fight they challenged each and every one of 
us.” Every one of us has a direct stake in the out- 
come of this war, and each of us, must, therefore, pay 
his fair share of the cost. 


Loopholes 


Yet I am sorry to say that the present tax structure 
still falls short of the requirements of equity and the 
insistent needs of a nation at war. In spite of all our 
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efforts of recent years our tax laws are still weakened 
by loopholes; it is still possible for a few thousand 
individuals to escape their fair share of the burden and 
to pass their share onto the shoulders of the rest of us, 
I asked our Treasury tax experts the other day to 
compute the total amount of revenue that had to be 
passed onto the shoulders of other taxpayers because 
of the existence of loopholes in the law. The answer 
was almost a billion dollars, about one-eighth of the 
entire receipts from income tax in the fiscal year that 
ends in June. How can the war efforts of our people 
reach their peak level until such a situation has been 
remedied? Can we be sure of getting the maximum 
response from everyone until everyone feels that the tax 
laws are as fair as it is humanly possible to make them? 

In wartime, when we are drafting young men to 
fight and risk their lives for their country, any special 
privilege for a few becomes inexcusable. 

So that you may know exactly what I have in mind, 
I should like to turn now to four specific examples of 
tax loopholes—and I could name a great many more 
than four—which have been allowed to remain on the 


statute books at the expense of the majority of our 
taxpayers. 


Tax-exempt Securities 


The first is the continued existence of tax-exempt 
securities. At present, as you know, the interest from 
state and municipal bonds is exempt from federal in- 
come tax. This provision gives wealthy taxpayers a 
possible refuge, not from some income tax, but from 
all income taxes. No matter how much money may 
be needed for the war, no matter how high the tax 
rates may be for others, a taxpayer is not obliged to 
contribute anything in this hour of his country’s peril, 
if only he can afford to lay his hands upon a sufficient 
amount of tax-exempt securities. 

The Federal Government last year took a first step 
toward remedying this situation by stopping the issu- 
ance of tax-exempt federal securities. Now that we 
are at war, now that the revenue needs of the gov- 
ernment have soared beyond all previous conceptions, 
it is high time, in my opinion, to tax the income of 
state and municipal securities—not only the income 
from future issues, but also the income from those 
issues now outstanding. 

The existence of this loophole costs the Treasury, 
at present tax rates, about $200,000,000 a year. 


Community Property 


A second source of tax discrimination exists in the 
nine states having what is called the community-prop- 
erty system. In a community-property state the law 
assumes that the income of the husband belongs 
equally to the husband and wife. [Turn to page 179] 


Stare Decisis in Tax Law 


By MARK MARCOSSON * 


repeats itself and historians repeat each other. A 

study of tax decisions might have convinced him 
that tax law decisions are written by historians who 
do not repeat and hardly even respect each other. 

Considering the immense amount of time, paper, ink 
and sweat which goes into the compilation of tax serv- 
ices, reports, compendiums, digests, citators, indices, 
summaries, textbooks, letters, guides and miscellaneous 
doodads, it would seem basic that beneath this sky- 
scraping edifice there must be a bedrock of principle to 
act as a support. A small amount of tunneling soon 
convinces the observer to his horror that the bedrock 
is about as solid as Swiss cheese. The superstructure 
is there, mighty and pleasing to the view, and through 
many of its rooms the visitor may walk firmly and 
unafraid. Let him, however, venture into certain 
chambers of the tax law, in outward appearance no differ- 
ent from the others and Zowie!—as they say in the 
comics—the floor crumbles beneath him, a black hole 
opens under his feet and he finds himself dumped into 
an ashpit of uncertainty and bewilderment. Precedent, 
it develops, has been kicked in the pants and stare 
decisis writhes again. 

Stare decisis, in case you have forgotten, is that doc- 
trine which states that a decision of a court as to a 
matter of law is binding on the same court and all 
courts subject to it in the same jurisdiction when the 
same question of law arises in subsequent cases. 

That this is a highly important rule appears on its 
face. That it is the foundation of our system of re- 
ports and digests follows from a few moments of thought. 
Why do we consult these sources? Surely it is be- 
cause we hope to find our question answered by the 
very authority in whose jurisdiction it falls. It is 
stare decisis which motivates that hope. When we find 
that our question has been answered in a previous case 
we expect the answer to be the same in ours. 

Stare decisis to the contrary notwithstanding, our 
expectations are likely frequently to be disappointed. 
As Mr. Paul has put it “the doctrine merely offers a 
binding rule of precedent in matters of law”.? It is 
an offer which has been known to be refused. It has 
been refused from the Supreme Court to the Board of 
Tax Appeals, and the Commissioner of Internal Rev- 
enue has his own opinion of it. 


Prceassi GUEDALLA once said that history 


* Certified Public Accountant, New York City. , 
1Randolph E. Paul, Selected Studies in Federal Taxation, Cal- 
lahan & Co., Chicago, 1938. 


Let us, for example, inquire into the weight given to 
precedent by the Bureau of Internal Revenue. Does 
the Bureau consider a decision of a District Court 
binding? Itdoesnot.? Does it regard a decision ofa 
Circuit Court of Appeals as binding? It does not.? 
Suppose the Supreme Court refuses certiorari to re- 
view a decision of the Circuit Court: does the Bureau 
then consider the decision binding as a precedent? 
It does not! And with good reason, too. For the 
Supreme Court itself has approved of this recalcitrant 
attitude. In Hamilton Shoe Co. v. Wolf Bros. the 
Supreme Court said “the refusal of an application for 
this extraordinary writ (certiorari) is in no case equiva- 
lent to an affirmance of the decree that is sought to be 
reviewed”. 


The Board of Tax Appeals pointed out an even more 
clinching instance of the same procedure in the New 
York, Ontario & Western Railway case *: 


“We have the unmistakable inference to be drawn from the 
action of the Supreme Court in respect of the right of a 
lessee of a mine to deduct depletion under the Revenue Act 
of 1916. In Weiss v. Mohawk Mining Co* the Circuit Court 
of the Sixth Circuit denied on March 2, 1920, that the lessee 
had such a right. This view the Court adhered to on a petition 
for re-hearing June 15, 1920. The Supreme Court denied 
certiorari in 254 U. S. 637. If the present taxpayer were 
correct, this would mean that the Supreme Court had affirmed 
the decision below, and thus established the uniformly proper 
construction of the statute. But the same question arose in 
the District Court of Minnesota and was decided contrariwise 
on March 20, 1922. (Alworth-Stephens Co. v. Lynch.’) This 
was affirmed in an opinion by Judge Sanborn for the Circuit 
Court of Appeals, Eighth Circuit, in Lynch v. Alworth-Stephens 
Co... The Supreme Court granted certiorari to review the 
latter decision and in an opinion by Mr. Justice Sutherland 
handed down March 2, 1925, (Lynch v. Alworth-Stephens Co.*) 
this judgment was affirmed, thus setting at naught the construc- 
tion of the statute announced in the Mohawk Mining case, in 
which certiorari had been refused.” 


It might be fitting here to note that the Bureau of 
Internal Revenue does consider itself bound by a de- 
cision of the Supreme Court. 


Suppose we now inquire into the attitude of the 
Board of Tax Appeals. “The general doctrine of stare 
decisis obtains” says Board Chairman Hamel in his 
excellent text on practice and procedure before the 
Board, “though the Board, like the courts, sometimes 
overrules an earlier decision.” The Board, however, 

2 Walsh v. Brewster, 1 ustc { 144, 3 AFTR 3108. 

2240 U. S. 251. 

‘1 BTA 1172. 

6 264 Fed. 502. 

6 278 Fed. 959. 


7294 Fed. 190. 
8 267 U. S. 364. 
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seems to restrict stare decisis somewhat to its own 
decisions, for though it seems that the Board would be 
bound to follow a decision of the Circuit Court of 
Appeals in the same circuit, this does not always 
occur. In Matter of Andrews® the Board decided a 
question in accordance with one of its previous deci- 
sions which had been reversed by the Circuit Court of 
Appeals in the same Circuit. 


HAT such instances are bound to occur follows 

almost necessarily from the circumstance that the 
Board is a nationwide organization and the tax law 
varies from circuit to circuit. It is not reasonable to 
expect that the same Board Member will be able to 
step across an imaginary boundary line into a totally 
different interpretation area and be sure to remember 
where he is at, geo-legally. Board members are hu- 
man and, faced with tasks of great difficulty and com- 
plexity must in all reason be expected to make occasional 
errors. After all, it is only taxpayers and stare decisis 
that suffer. 


Stare decisis has been suffering for a long time and at 
hands more exalted than those of the Board of Tax 
Appeals. Here is Mr. Justice Frankfurter, paying his 
respects in the prevailing opinion in Helvering v. Hal- 
lock:'° 


“We recognize that stare decisis embodies an important social 
policy. It represents an element of continuity in law, and is 
rooted in the psychological need to satisfy reasonable expecta- 
tions. But stare decisis is a principle of policy and not a 
mechanical formula of adherence to the latest decision, how- 
ever recent and questionable, when such adherence involves 
collision with a prior doctrine more embracing in its scope, 
intrinsically sounder, and verified by experience. 

“Nor have we in the St. Louis Trust cases” (those overruled 
by the Hallock case) “rules of decision around which by the 
accretion of time and the response of affairs, substantial 
interests have established themselves We have not 
before us interests created or maintained in reliance on those 
cases We do not mean to imply that the inevitably 
empiric process of construing tax legislation should give rise 
to an estoppel against the responsible exercise of the judicial 
process r 


Some may quarrel with the court’s conclusion that 
there is a conflict between the process, however em- 
piric, of construing tax legislation and the responsible 
exercise of the judicial process. 


Some may even think 
with Mr. Paul that 


“the highly conceptualistic language of most court decisions 
in this field surrounds the decisions with a false cloak of 
logic which renders even more unforeseeable what the courts 


will in fact do.” ™ 

It is certainly open to question in the Hallock case 
just what, if any, interests were created or maintained 
in reliance on the cases upset, or how substantial were 
any that had established themselves. The court as- 
sumed that no substantial ones existed. There does 





®26 BTA 642. 
1 309 U. S. 106. 
“™ Paul, op. cit., Note 1. 
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not seem to have been any evidence to support this 
assumption. Mr. Justice Roberts felt the other way 
about that case. In his dissent he said 

“If ever there was an instance in which the doctrine of stare 
decisis should govern, this is it. Aside from the obvious 
hardship involved in treating the taxpayers in the present 
cases differently from many others whose cases have been 
decided or closed in accordance with the settled rule, there 
are the weightier considerations that the judgments rendered 
disappoint the just expectations of those who have acted in 
reliance upon the uniform construction of the statute by this 
and all other federal tribunals To nullify more than 
fifty decisions, five of them by this Court, some of which 
have stood for a decade, in order to change a mere rule of 


statutory construction seems to me to be an altogether unwise 
and unjustified exertion of power.” 


The conclusion to be drawn from the general atti- 
tude toward Stare decisis is that taxpayers had better 
make up their minds that their psychologic need to 
have reasonable expectations satisfied must sometimes 
go without fulfillment. Sometimes, as in the Hallock 
case, the courts will regard a distinction, no matter 
how well established, as too fine longer to be main- 
tained and will heave it unceremoniously out the window. 
Sometimes, as in the Peruna case }* a precedent will be 
discarded on the simpler but more satisfying ground 
that it was wrong in the first place. In the Art Metal 
Works case the Board of Tax Appeals again re- 
versed a prior ruling. The precedent overruled used 
this language: “The reasoning of the two learned 
judges in the last above cited cases is persuasive.” In 
the Art Metal Works case the Board ran into some 
reasoning which was even more persuasive and got 
persuaded the other way. 
body. 

From a practical point of view, most taxpayers have 
been little affected by the misadventures of stare decisis, 
at least up to now. The Bureau of Internal Revenue 
does regard Supreme Court and Treasury decisions as 
binding and, though everything in between has to 
take its chances, the taxpayer is not particularly con- 
cerned in the great majority of cases. 


It could happen to any- 


IFFICULTY arises when there are only in-between 
cases. To quote Mr. Paul once more “if the au- 
thoritative rule comes too late for use in a particular case, 
somebody loses”. And it is a fact that frequently too 
much reliance is placed on “in-between” precedents. 
The Bureau records and the court and Board reports 
are loaded with cases concerning corporate reorgani- 
zations which arose mainly from reliance on “in-be- 
tween” decisions, all, as the Board of Tax Appeals so 
well put it, persuasive. If taxpayers choose to put 
their faith in precedents which do not have even the 
spongy armor of stare decisis as protection, they must not 
be too surprised if disaster results. [Turn to page 174] 
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O OTHER phase of our income tax laws has 
given rise to as much controversy and litiga- 
tion as the subject of capital gains and losses. 

This divergence of opinion is inevitable, because many 
economists claim that capital gains are not properly 
to be considered as income and should not be sub- 
ject to an income tax. 


Capital Assets Defined 


Before entering into a discussion of capital gains and 
losses, it is important to define the term “capital assets.” 

Section 117 (a) (1) of the Internal Revenue Code 
reads as follows: 

“The term ‘capital assets’ means property held by a tax- 
payer (whether or not connected with his trade or business), 
but does not include stock in trade of the taxpayer or other 
property of a kind which would properly be included in the 
inventory of the taxpayer if on hand at the close of the tax- 
able year, or property held by the taxpayer primarily for 
sale to customers in the ordinary course of his trade or busi- 
ness, or property, used in the trade or business, of a character 
which is subject to the allowance for depreciation 7 


Since 1934, the definition of “capital assets” has 
remained substantially the same, with certain varia- 
tions. (The only major change being the exclusion 
of property used in a business, subject to an allowance 
for depreciation, which was eliminated from the defini- 
tion of capital assets by the Revenue Act of 1938 and 
subsequent acts.) 

Whether or not gains resulting from the sale of 
capital assets should be taxed as income is open to 
serious doubt. Although the constitutionality of a 
tax on capital gains, as income, has been upheld by 
the Supreme Court,! nevertheless many economists 
and accountants would disagree with the conclusion 
of the Supreme Court. 








Capital Gains 

It has long been contended that capital gains are 
for the most part fictitious since they are in a large 
measure the result of a reduced purchasing power of the 
dollar. This can be illustrated by the following example: 

A mechanic purchased a home in 1933 for $7,000. 
In 1941, because of business reasons, he was required 
to move to another city and sold the house for $12,000. 
He then purchased another home in the city to which 
he moved for $12,000. For tax purposes he realized 
a gain of $5,000; actually there was no gain. Any ap- 


CPA, New York, New Jersey, Pennsylvania and California. 
‘See Merchants’ Loan and Trust Co. v. Smietanka, 255 U. S. 509, 
l uste § 42, decided in 1920. 


Taxation of Capital Gains and Losses 


By N. R. 
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CAINE * 


parent profit was the result of a rise in prices and a 
decrease in the purchasing power of the dollar. 

In connection with this discussion, it is significant 
to note that the British and Canadian Income Tax 
Laws do not impose a tax on capital gains, unless the 
transactions giving rise to such gains constitute the 
carrying-on of a trade or business. Consistently, 
it should also be noted, capital losses are not deductible. 


N. R. Caine 


—— teenie meee anetimenneeneseeneemmnnennennimmnemeimaniaeamanaaanl 


In effect, appreciation in the value of capital assets 
may be due to any one or more of the following factors, 
none of which can be classified as resulting in real income. 

(1) Decrease in the purchasing power of the dollar, 
reflected in the shifting of price level of commodities. 

(2) Changes in the value of money as a result of 
national fiscal policy, such as, reduction in the gold 
content of the dollar. 
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(3) Accretions due in whole or part to time alone, 
such as, the growth of crops or development of new 
processes. 


(4) Accumulations of corporate surpluses, reflected 
in the appreciated value of securities. 

(5) Prospective increase in profit. 

Despite the fact that the courts have sanctioned 
the levying of an income tax on capital gains, the 
subject is by no means settled, either with regard 
to its economic aspect or the manner of its treatment, 
as witnessed by the various changes made in the Rev- 
enue Acts since the passage of the Sixteenth Amend- 
ment in 1913 to the present date. 


Treatment under Earlier Acts 


From 1913 to 1921 inclusive, capital gains were 
treated as ordinary income and were subject to the 
normal and surtaxes applicable thereto. During this 
period of nine years the method relative to the treat- 
ment of capital losses was changed three times. From 
1913 to 1916 capital losses were not deductible. From 
1916 to 1918 capital losses were deductible only to the 
extent of capital gains. From 1918 to 1924 capital 
losses were made fully deductible. 


From 1922 to 1932, the statutory definition of capital 
assets included only property held for more than two 
years. The taxpayer could elect to be taxed at 124% 
on the capital net gain, provided the total tax, 
including the tax on capital net gain was not less than 
121%4% of the total net income. (Loss in ordinary net 
income could not be deducted from capital net gain.) 
However, the manner of treating capital losses was 
changed with the passage of the Revenue Act of 1924. 
Capital losses since 1918 were fully deductible but in 
1924, capital losses could only be deducted to the 
extent of 12%% of the loss sustained similar to the 
manner of reporting gains. 


The passage of the Revenue Act of 1921, affecting 
the taxable years 1922 through 1933 which provided 
in effect that the capital gains (over two years) were 
taxable at a maximum of 12%4%. This was the direct 
result of a furious struggle in Congress, when that 
body was finally convinced that the very high rates 
of tax then in effect were obstructing the proper func- 
tioning of the capital markets and the orderly mar- 
keting of capital assets. 


The Report of the Committee on Ways and Means 
submitted to the House of Representatives at the time 
of the introduction of the Revenue Act of 1921 read in 
part as follows: 

“The sale of farms, mineral properties and other capital 
assets is now seriously retarded by the fact that gains and 
profits earned over a series of years are under the present 


law taxed as a lump sum (and the amount of surtax greatly 
enhanced thereby) in the year in which the profit is realized. 
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Many such sales, with their possible profit taking and con- 
sequent increase of the tax revenue, have been blocked by 
this feature of the present law.” 


This method of treating capital gains and losses 
remained in effect until 1934. In that year an entirely 
new procedure was conceived and enacted into law 
with regard to the taxation of capital gains and losses, 
The definition of capital assets was changed so that 
the two-year limitation was eliminated and the flat 
rate of 12'14% was abolished. The new plan provided 
for the taking into account a percentage of the capital 
gain or loss realized, depending upon the length of 
time the property had been held, ranging from 100% 
if the asset was held for not more than one year 
to 30% if the asset was held for more than ten years. 
The resulting capital gains were then taxed with 
other income, subject to normal and surtax rates. 
However, the deduction of capital losses was severely 
limited, such losses being allowed only to the extent 
of the gains, plus $2,000. (Although the $2,000 loss 
limitation was applicable to both individuals and cor- 
porations, the percentage limitation was applicable 
only to individuals.) 

The underlying principle of this act was clearly 
an attempt to adjust the tax burden in the year of 
realization, roughly to what it would have been if the 
gain had been realized in uniform annual amounts 
over the period during which the asset was held. It 
was also an attempt to remedy the situations arising 
under the previous act, wherein taxpayers took their 
losses within the two-year period and received the 
full benefit therefrom, and postponed taking gains until 
the two-year period had expired, thereby reducing 
their taxes. 

The Revenue Act of 1934 remained in effect until 
1938 when the manner of treating capital gains and 
losses again underwent complete revision. The Rev- 
enue Act of 1938 with certain minor variations affecting 
corporations has remained in effect up to and includ- 
ing the present time. 

The 1941 Act divides capital gains and losses into 
short- and long-term. If an asset has been held for 
less than eighteen months, a sale of such asset results 
in a short-term gain or loss; where the asset has been 
held for more than eighteen months, a sale results in 
a long-term gain or loss. Of the short-term gains 
100% are taxed as ordinary income. Short-term losses 
are deductible to the extent of the gains and the excess 
of losses over gains is not deductible, but may be 
carried over to the next succeeding year and ap- 
plied to short-term gains of that year (the amount 
of carry-over is limited to the taxpayer’s net income 
for the taxable year). With reference to long-term 


capital gains and losses, if the asset has been held 
between eighteen and twenty-four months, 6674% 
of the gain or loss is taken into account; if the 
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asset has been held for more than twenty-four months, 
only 50% of the-gain or loss is taken into account. 
The maximum tax on a net long-term capital gain 
(after computing the percentage limitation) is limited 
to 30%. In the event of a net long-term capital loss, 
the loss is deductible but in no event may the net 
long-term capital loss operate to reduce the tax other- 
wise payable by more than 30% of the net long-term 
loss (after applying the percentage limitation). 

The reason underlying the scrapping of the method 
prescribed under the 1934 Act and the substitution of 
the present method is to be found in the fact that what 
was thought to be the best feature of the 1934 Act, 
namely, the use of percentage brackets in order to 
offset the inequities of the realization doctrine in the 
case of casual and intermittent gains proved its chief 
weakness because of its effect on influencing artificially 
the holding and/or sale of securities. 

The present law contains some of the features of 
the Revenue Act of 1934, i. e., the use in some measure 
of the percentage limitation based on the holding 
period. Likewise, the Revenue Act of 1921, i.e., the 
maximum tax on long-term capital gains may not 
exceed 15% of the realized gain on assets held for 
more than twenty-four months, and 20% of the 
realized gain on assets held for more than eighteen 
months and less than twenty-four months. 

The “Statistics of Income” published by the In- 
ternal Revenue Department reveals the following 
information: 


Net Income Reported by Individuals Including 
Estates and Trusts 
(Thousands of dollars) 


Year Amount Year Amount 

(ee ee $ 6,298,578 MON ircihi oa et $25,226,327 
|. eee re ae 11,191,246 Le ee 24,800,736 
i re .. 15,924,639 ie nena 18,118,635 
DARE elses 3s ONS 19,859,491 1931 .. 13,604,996 
1920 ............ 23,735,629 1932 . 11,655,909 
1921 .... 19,577,213 1933 . 11,008,638 
1922 21,336,213 1934 12,796,802 
1923 _. 24,777,466 1935 14,909,812 
1924 25,656,153 1936 19,240,110 
1925 21,894,576 1937 21,238,574 
1926 Lert 21,958,506 1938 18,897 374 
1927 22,545,091 1939 22,289,852 


We now come to an examination of the economic 
as well as the revenue raising effect of the present 
method of taxing capital gains and losses. 

(1) Any method of taxing capital gains and per- 
mitting capital losses as a deduction produces an 
unstable revenue, i. e., large receipts in prosperous 
years and very low receipts in depression years as 
witnessed by the fact that in comparing our revenues 
with that of the British, we find that for the eleven 
years prior to 1933, the British revenue for any one 
year was only 35% above the minimum, while under our 
system, the percentage variation was as high as 280%. 
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The foregoing figures indicate the extent to which 
taxable income varies due to the inclusion of capital 
gains and losses. This is further substantiated by the 
Preliminary Report of a Subcommittee of the Com- 
mittee on Ways and Means on Double Taxation (1932) 
which at page 76 stated: 

“It is important to note that our past method of treating 
gains and losses has been a tremendous revenue producer 
in boom times and a corresponding revenue destroyer in 
times of depression.” 

(2) Under the present method of permitting capital 
losses as a deduction, the saving feature of any tax on 
capital gains, namely, its revenue raising purpose, is 
eliminated. For the years 1938 and 1939, the only 
two years for which statistics have been compiled 
since the passage of the present act, we find the fol- 
lowing facts: 


Individual Returns Including Estates and Trusts 


(Thousands of dollars) 
Item 1938 1939 


Net short-term gain....... .......-.$159,108 $151,571 
Net long-term gain........... , goleoe 190,511 
Taxable—Total gain as reported...... $490,346 $342,082 
Net long-term loss................ $587,999 $463,916 





The figures for 1939 do not include estates and trusts 
since they are not available at this time. No doubt 
the excess of losses over gains for the entire year 
would be increased since the general trend as appears 
for the individual returns would be carried out by 
estates and trusts. 

It is quite evident that the present method of treat- 
ing gains and losses not only does not fulfill its primary 
purpose, namely, that of revenue production, but on 
the contrary, has resulted in a loss of revenue since the 
allowable deductions have exceeded the taxable gains. 

(3) The third and final effect of the capital gains 
tax from a revenue point of view is the tremendous cost 
in auditing income tax accounts, avoidable litigation, 
and the decrease in income from stamp taxes. Ac- 
cording to the Treasury’s report since 1930, there has 
been a decline in the revenue from stamp taxes from 
$46,698,000 in 1937 to $12,176,000 for the fiscal year 
ended June 30, 1941. For the fiscal year ended June 
30, 1934, prior to the enactment of the Revenue Act 
of 1934 the revenue from stamp taxes was $38,066,000 
as compared to $17,064,000 for the year ended June 
30, 1939, after the passage of the Revenue Act of 1938. 


Social and Economic Aspects 


Since we have indicated that the present method of 
handling capital gains and losses cannot be justified 
on its revenue producing possibilities, we now come 
to the important question relative to its social and 
economic aspects. 









































































































































































































































































































































































































































































































































































142 TAX ES—The Tax Magazine 





What has been stated at the beginning of this article, 
concerning the fact that for the most part capital gains 
are fictitious, and do not represent real income, is still 
by far the most important argument in connection 
with this subject matter. In addition, many abuses 
and inequities have resulted by reason of this tax. 

(1) Under the present law it is possible for an in- 
dividual to so reduce his income through the taking of 
losses in securities that he will have no tax to pay, 
despite the fact that he may have a very substantial 
normal income from interest, dividends, salary, etc. 

(2) Toward the end of each year it causes a wild 
rush of tax selling on the security markets for the 
purpose of taking losses for tax reasons, thereby in 
and of itself being a disturbing factor in the securi- 
ties market. 

(3) The percentage limitations depending upon the 
holding period (as under the 1934 Act) artificially 
influences the holding and/or sale of securities. For 
example, let us assume that a taxpayer has an income 
of $50,000 and has a paper profit on securities which 
he held for less than eighteen months of $25,000. It 
is apparent that if he holds on to the stock beyond the 
eighteen months, he can afford to see about 40% of 
his profit disappear because under our present rates 
the additional $25,000 as a short-term gain would in- 
crease his taxes from about $19,000 to about $33,000 
but if he held the stock for eighteen months, the maxi- 
mum additional tax would be $5,000 representing a 
saving in tax of $9,000. If he held the stock for more 
than twenty-four months his tax benefit would be 
even greater. 

On the other hand, if the same individual with an 
income of $50,000 had paper losses of $25,000 on securi- 
ties held for less than eighteen months, by holding 
the securities until the eighteen-month period, he could 
afford to take a greater loss of 20%, because that 
amount of the loss would be deductible from his other 
income. Carrying this example out still further, we 
find that if the stock has been held for more than eighteen 
months but less than twenty-four months, it will be 
imperative to sell because a smaller portion of the 
loss will be deductible if the securities are held for 
twenty-four months or more. 

Another method availed of by taxpayers to con- 
vert short-term gains and losses into long-term gains 
and losses is by the use of a short sale “against 
the box.” Thus if a taxpayer has a paper short- 
term gain, by selling short and subsequently bor- 
rowing the stock from his broker to “cover” he 
may wait the eighteen-month or twenty-four-month 
period and then deliver his stock to replace the bor- 
rowed stock thereby transforming a short-term gain into 


a long-term gain. The same method may be used to 
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transform short-term losses into long-term losses with 
a resulting tax benefit. ° 


As evidence of the inherent weakness in a system 
of taxing capital transactions, one need only look to 
the exceptions to the general rule, e. g., transfer to 
controlled corporations; exchange of securities in 
reorganizations; exchange of a productive property 
for property of like kind; reinvestment or replacement 
in cases of involuntary conversion; sale of property 
used in a trade or business where the property is of a 
character which is subject to an allowance for de- 
preciation, etc. 


Recommendations 


Although the present system of treating capital 
gains and losses is inequitable and fails utterly in 
the production of revenue, it is not recommended that 
the tax on capital gains be eliminated entirely for the 
following reasons: 


(1) One who realizes capital gains undoubtedly 
possesses an ability to pay taxes, the underlying concept 
of a graduated income tax. 

(2) Earned income should not be made to bear the 
entire burden of taxation, while investment income 
escapes. 

(3) The conversion of ordinary income into capital 
gains through the use of tax avoidance schemes probably 
could not be prevented. 


(4) To draw a clear cut distinction between capital 
gains and ordinary gains would be a very difficult task. 

It is recommended, however, that the following 
changes be made in the treatment of capital gains 
and losses: 

(1) There should be no distinction between short- 
and long-term gains and losses. 

(2) Capital gains should be taxed at a flat rate of 10%. 

(3) Capital losses should be allowed only to the extent 
of capital gains with the provision that net capital 
losses may be carried over for a period of six years 
(similar to the British method of permitting business 
losses to be carried over for six years). 

(4) Elimination of the distinction between capital 
losses arising from the sale of property used for per- 
sonal pleasure and convenience and property used in 
a business or held for investment. 

As to the recommendation relative to the elimina- 
tion of the distinction between short- and long-term 
gains, it is evident that this procedure will remove the 
present abuse of transforming short-term gains and 
losses to long-term gains and losses and will likewise 
dispose of the artificial influence now exerted in con- 
nection with the holding and/or sale of securities. 

The second recommendation is made in order to 
overcome the very strong argument [Turn to page 184] 
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HETHER it arises in the administration of 

decedents’ estates, in bankruptcy, in receiver- 

ship, or otherwise, the question frequently 
is raised as to what claims have a prior right to the 
available assets. Where those assets are inadequate to 
pay all the claims the person, whose duty it is to pay the 
claims acts at his peril when he pays a claim before 
another of higher dignity. In bankruptcy and re- 
ceivership these questions arise quite frequently. In 
the administration of decedents’ estates it may arise as 
to estate taxes or more frequently in respect to a claim 
for federal income taxes due for years prior to death. 


Administration of Decedents’ Estates 


The priority questions of most importance relate to 
claims for United States taxes, administration expenses, 
state or local taxes and creditors’ liens. Under the 
United States Constitution, Article VI, that Constitu- 
tion and the laws made in pursuance thereof are the 
supreme law of the land. And Article 1, Section 8 (1) 
thereof is a grant to the United States to lay and col- 
lect taxes. Furthermore Congress is given power to 
enact all laws necessary to carry into execution powers 
vested in it. Article 1, Section 8 (18). It is there- 
fore said that that power to tax when exercised by 
Congress cannot be curtailed, impaired, modified or in 
any way affected by state legislation.1 The power to 
confer priority for federal taxes must be upheld or the 
power to tax may be impeded by state law. The 
priority does not arise, however, on any doctrine of 
sovereign prerogative.? In general then, the question 
as to the conflicting claims of the several taxing’ units 
depends on a determination in each case as to what 
priority Congress has conferred. “It may withhold 
it or vary it, and it has sometimes done so.”* It is 
then largely a question of statutory construction as to 
the priority to be given federal and local taxes and 
administration expenses. The executor, administra- 
tor, assignee or other person who pays other debts 
without satisfying tax claims of the United States is 
personally liable to the extent that such claims are 
not satisfied.* Such notice of the claim of the United 


* Attorney at Law, Durham, N. C. 

* United States v. Oklahoma, 261 U. S. 253, 67 L. Ed. 638, 43 S. Ct. 
295; Florida v. Mellon, 273 U. S. 12, 71 L. Ed. 511, 47 Sup. Ct. 265; 
U. 8. v. City of Greenville et al., (CCA-4) 118 Fed. (2d) 963, 41-1 
ustc J 9381; U. 8. v. Fisher, 2 Cranch (U. S.) 358. 

* Mellon v. Michigan Trust Co., 271 U. S. 236, 70 L. Ed. 924, 46 
S. Ct. 511; U. 8S. v. Middle States Oil Corp., (CCA-8) 18 Fed. (2d) 
231, 57 A. L. R. 848, 1 ustc § 222. But see Liberty Mutual Ins. Co. 
v. Johnson Shipyards Co., (CCA-2) 6 Fed. (2d) 752. 
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States as would put a prudent man on inquiry is suf- 
ficient under this statute.® 

The necessity for the prior payment of federal estate 
taxes is not a question that will arise frequently. The 
provisions of Sec. 811 (j), IRC, giving the executor a 
right to elect whether to 
value the estate as of the 
decedent’s death or as of 
the date one year from 
death is a_ protection 
against shrinkage of the 
estate. The deduction for 
casualty losses as defined 
in Sec. 812 (b) (5), IRC, is 
an additional protection. 
Circumstances may, how- 
ever, render the question 
important. Where estates 
consist practically of noth- 
ing but real estate, where 
forced sales may cause 
losses in asset value, or 
where the estate consists 
principally of property in 
foreign countries, these 
difficulties may arise. A more pressing problem is 
the priority of income taxes, particularly where large 
deficiencies are assessed upon an insolvent estate 
for income tax years prior to death. The executor is 
confronted with a high responsibility in determining 
priorities and, regardless of the improbabilities of the 
situation arising, he should take into consideration 
the possibilities of estate shrinkage during an adminis- 
tration prolonged by contesting taxes or by other 
causes. 





A. Administration Expenses and Tax Claims 


With regard to the federal estate taxes, they are a 
lien under Sec. 827, IRC, for a period of ten years upon 
the entire gross estate of the decedent except that part 


3 County of Spokane v. United States, 279 U. S. 80, 73 L. Ed. 621, 
49 S. Ct. 321, 1 ustc J 387. 

* Revised Statutes, Sec. 3467 as amended by Sec. 518 (2) 1934 Act, 
31 U. S. C. A., See. 192 provides: Every executor, administrator, 
or assignee or other person, who pays, in whole or in part, any 
debt due by the person or estate for whom or for which he acts 
before he satisfies and pays the debts due to the United States from 
such person or estate, shall become answerable in his own person 
and estate to the extent of such payments for the debts so due to 
the United States, or for so much thereof as may remain due and 
unpaid. 

5U. 8S. v. Clark, Fed. Cas. No. 14, 807; See Mr. Chief Justice 
Marshall in U. S. v. Fisher, 2 Cranch (U. S.) 358, 2 L. Ed. 304; and 
see Morris v. Comr., 36 BTA 516 and Irving Trust Co. v. Comr., 
36 BTA 146. 
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of such estate “as is used for the payment of charges 
against the estate and expenses of administration.” © 
Aside from other statutory provision, administration 
expenses could be paid under this statute with 
little concern on the question of priority when such 
expenses are approved by the probate court. But the 
executor even under this statute has the primary re- 
sponsibility of determining what are “charges” against 
the estate and “expenses of administration” within the 
meaning of the statute. Many of these have been de- 
fined for the purpose of deducting the same from the 
gross estate under Sec. 812 (b) (2), IRC.7. There are 
some expenses which are not free from doubt. The 
courts are in conflict as to whether taxes accrued after 
death on property held by the executors can be held 
to be administration expenses although the better view 
is that they are.* It may well be argued that the term 
expenses of administration applies to state income 
taxes accruing after death. It has been held that taxes 
due the United States arising out of corporate reor- 
ganization under Chapter X of the Bankruptcy Act 
and accruing during the trusteeship thereunder were 
administration expenses.® Although domestic ex- 
ecutors have to pay foreign death duties to obtain 
property in the jurisdiction of another country, such 
duties are not considered administration expenses.’® 
It can be argued that they be considered “charges against 
the estate” as distinguished from administration ex- 
penses but that term probably denotes a claim such 
as a widow’s allowance." An American executor of a 
citizen with extensive assets abroad may, in these 
turbulent times, have very pertinent problems along 
this line. 


\ FTER determining whether a particular charge is an 

administration expense under the statute imposing 
a lien for estate tax it is necessary to determine whether 
other statutes may impose a liability on the executor if 
he pays such ahead of federal income, estate and gift 
taxes. 

Sec. 3670, IRC, imposes a lien for “any tax” after 
demand and arises when the assessment list is received 
by the collector. 
® TRC Sec. 827. Lien for Tax. 

(a) Upon Gross Estate. Unless the tax is sooner paid in full, 
it shall be a lien for ten years upon the gross estate of the decedent, 
except that such part of the gross estate as is used for the payment 
of charges against the estate and expenses of its administration. 
allowed by any court having jurisdiction thereof, shall be divested 
of such lien. If the Commissioner is satisfied that the tax liability 
of an estate has been fully discharged or provided for, he may. 
under regulations prescribed by him, with the approval of the 
Secretary, issue his certificate, releasing any or all property of 
such estate from the lien herein imposed. 

7 Reg. 80, Article 29 et seq.; CCH Federal Inheritance, Estate and 
Gift Tax, { 3492 et seq. 

8’ Brown et al. Exrs. v. Comr., (CCA-10), 74 Fed. (2d) 281, 120 
A. L. R. 178, 194 (administration expenses); Hill et al. v. Grissom 
(D. Ct. N. C.) 299 Fed. 641 (not administration expenses). 

°U. S. v. Wm, H. Killoren, Trustee, (CCA-8) 119 Fed. (2d) 364, 
41-1 ustc § 9448. See In re Columbia Ribbon Co., 117 Fed. (2d) 999. 


1%” See Littauer et al. Exrs. v. Comr., 25 BTA 21; Guaranty Trust 
Co., Exr, v. Comr., 25 BTA 507. 


It would seem quite evident that the 
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first duty of an executor upon qualifying would be to 
obtain information at once as to whether this lien had 
been created prior to death. It may exist by reason of 
deficiency income taxes due by the decedent. In this 
event complications may arise even as to the payment 
of administration expenses. It might be noted that 
Sec. 3672, IRC, specifically exempts money from such 
lien as against a “purchaser” without sufficient notice 
of the lien. A discussion of these ramifications would 
unduly extend this article.** But it might be well to 
point out that a release of the lien from specific prop- 
erty could ordinarily be obtained under IRC Sec. 
3674. It is the policy of the Internal Revenue De- 
partment in this respect not to cause embarrassment 
to the administration of an estate by perfecting such 
liens and instituting distraint proceedings. Ordi- 
narily, however, a notice and demand will be served 
on the executor.*** 


The meaning of Revised Statutes, Sec. 3466, is of 
most importance." 

“Whenever any person indebted to the United States is 
insolvent, or whenever the estate of any deceased debtor, in 
the hands of the executors or administrators, is insufficient 
to pay all the debts due from the deceased, the debts due to 
the United States shall be first satisfied; and the priority 
hereby established shall extend as well to cases in which a 
debtor, not having sufficient property to pay all his debts 
makes a voluntary assignment thereof, or in which the estate 
and effects of an absconding, concealed or absent debtor are 
attached by process of law, as to cases in which an act of 
bankruptcy is committed.” 

This statute speaks in terms of paying “debts” due 
from the deceased.* Administration expenses in- 
curred in probate proceedings, collection of assets, 
valuation of property and making of tax returns are a 
necessary prerequisite to securing funds with which to 
pay the taxes due the United States. Although the 
United States may have the power to give priority to 
its taxes over such expenses it would seem to be un- 
reasonable to construe the statute in such a manner 
unless it was more explicit. Such administration ex- 
penses are not ordinarily considered in the nature of 
charges against the estate such as widow’s dower, but 
neither are they considered debts due from the deceased. 

The insufficiency of assets of the estate to pay debts 
brings Sec. 3466, Rev. Stat., into effect in the case of 
administration of estates.° At least until it was rea- 
sonably apparent that the estate could not pay all 
claims this statute would not seem to operate as to 
claims theretofore paid although the burden on the 





11 Randolph v. Craig, 267 Fed. 993; but see Union Natl. Bank o/ 
Pittsburgh et al., Exrs. v. Driscoll, 32 Fed. Supp. 661, 40-1 vst 
7 9354, 

12 See U. S. v. Haskell Telephone Co. et al., (Dist. Ct. Tex.), 4 
ustc % 9496, 

12a GCM 9991, XI-1 CB 135. 

#31 U.S. C. A., See. 191. 

4 See 422 CCH { 1143.37 and annotation at 77 L. Ed. 778 as to 
widow’s dower, funeral expenses, etc., as not being debts of the 
deceased. 


15 As to what constitutes insolvency see annotation at 67 L. Ed. 638. 









exe 
car 
pay 
req 
Th 
adi 
of 

of 

cla 
ing 
du 


(4 


th: 
pr‘ 
th 


pe 
th 
ck 
CZ 
is 





to 
the 









March, 1942 


executor would be large.** The executor should take 
care to see that all claims have been presented before 
paying any ofthem. This includes the duty of filing a 
request for prompt assessment under IRC, Sec. 275(b). 
The few cases on the subject have held that such 
administration expenses have priority.*7 In the case 
of Bowes, Exr. v. United States, there was no evidence 
of insolvency and the Chancery Court held that the 
claims against the estate should be paid in the follow- 
ing order: (1) administration expenses ; (2) estate taxes 
due the United States; (3) state inheritance taxes; 
(4) city taxes; and (5) claims of general creditors.’ 
A later ruling of the court in that case in effect held 
that the United States had no lien for estate taxes on 
property sold to pay administration expenses nor on 
the proceeds of such sale under IRC, Sec. 827.?® 


It has also been held that the costs of administra- 
tion have priority over United States deficiency income 
taxes for years prior to death.”° 


Since neither Sec. 827, IRC, nor Revised Statutes, 
Sec. 3466, seem to give United States taxes priority 
over administration expenses the only risk the ex- 
ecutor incurs in that regard is, as stated, the deter- 
mination of what are properly regarded administration 
expenses. In states such as North Carolina where 
state statutes give administration expenses priority of 
payment out of all assets over all claims of any nature, 
the properly determined administration expenses and 
charges against the estate such as dower and so forth 
can be freely paid where approval of the probate court 
is had.” 


The next inquiry is as to the priority of federal taxes 
over state and local taxes and claims having specific 
liens on property. 


B. Federal and Local Tax Claims 


In this connection it will be observed that the gen- 
eral provision for a lien for all taxes due the United 
States created under IRC Sec. 3670 creates no priority 
over mortgages, pledgees, purchasers or judgment 
creditors who have acquired their interest prior to the 
filing of the notice of the federal lien under IRC Sec. 
3672. Thus persons in those classes acquiring their 
interest, prior to filing of notice of the federal lien 
acquire priority under that Act of Congress.”? But 


%U. S. v. Clark, Fed. Case No. 14, 807. 

7U. S. v. Hahn, (1889), 37 Mo. App. 580; see bankruptcy cases: 
Re Wyley Co., (1923) 202 Fed. 900 (Dicta); U. S. v. Eggleston, 
(1887) Fed. Case No. 15, 627; Re A. E. Fountain Inc., 295 Fed. 873; 
Re Jacobson (Smietanka v. Zibell), (CCA-7) 263 Fed. 883. 

8127 N. J. Eq. 132, 11 Atl. (2d) 720, 40-1 ustc {| 9346. See 13 Tax 
Magazine 191. 

™ Chan. Ct. N. J., Nov. 1, 1940; 40-1 ustc {| 9346. 

2° Harrison v. Deutsch, 294 Ill. App. 8, 13 N. E, (2d) 511 (1938), 
16 Chicago Kent Review 391. 

*1N. C. Public Laws of 1941, Chapter 124; Parsons v. Leak, 204 
N.. ©. 96,. 167 S. &.. 563. 

22 See cases cited 422 CCH {§ 1754B and annotation at 105 A. L. R. 
1244; 13 Tax Magazine 191; U. S. v. Beaver Run Coal Co., (CCA-3) 
99 Fed. (2d) 610, 38-2 ustc {| 9540. 
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under this statute, state or local tax units would not be 
ordinarily considered in the classes enumerated.** The 
contention has been made that there is far more reason 
to except state taxes from the lien than to except the 
persons mentioned in IRC, Sec. 3670, and therefore the 
exception should be read into the statute ; this is judi- 
cial legislation.2* And, as later pointed out, difficulties 
with reference to the transfer of property interests no 
doubt led to the exception of mortgages and purchasers 
at least. 

The statute in terms, not giving local tax claims 
priority, the question is as to whether it asserts a 
priority regardless of when the local tax became a lien. 
It is said that this statute intended to attach the lien 
for federal taxes subject to existing encumbrances and 
therefore local tax liens attaching prior to the federal 
tax lien have priority.2> Hence the doctrine of first in 
time is first in right applies.2* But this reasoning dis- 
regards the supreme power of the United States to 
displace liens if Congress sees fit. And where Con- 
gress does not include local tax liens in the exceptions 
made in the statute it is more reasonable to presume 
that it did not intend the local taxing unit to be able 
to acquire any priority. The power of Congress is un- 
questioned.** This is so except to the extent that 
there is a transfer of a property interest by local tax 
procedures.?* As the Supreme Court said in Thelus- 
son v. Smith,?® 

“The United States are to be first satisfied; but then it must 
be out of the debtor’s estate. If, therefore, before the right 
of preference has accrued to the United States, the debtor 
has made a bona fide conveyance of his estate to a third 
person, or has mortgaged the same to secure a debt, or if his 
property has been seized under a fi. fa., the property is di- 
vested out of the debtor and cannot be made liable to the 
United States.” 

With respect to the lien for federal estate taxes 
under IRC, Sec. 827, the lien thereof need not be 
recorded in order to attach.°° This statute makes no 
exception in favor of any claims except administration 
expenses.*? And although the tax is imposed upon the 
net estate the lien of such tax is upon the gross estate ; 
thus the manifest intention of Congress is to create a 





23U. 8S. v. San Juan County et al., 280 Fed. 120; Blumberg, et al. 
v. Federal Steel Corp., (C. C., Wayne County, Mich.) July 17, 1934; 
422 CCH { 1754B.51. 

*% Haechange Nat. Bank v. U. S., 265 Pac. (Wash.) 722, aff’d, 279 
U. S. 80, 73 L. Ed. 621, 49 S. Ct. 321. 

% Dicta in U. 8. v. Greenville, 8. C., (CCA-4) 118 Fed. (2d) 963 
41-1 ustc {§ 9381 and City of Winston-Salem v. Powell Paving Co., 7 
Fed. Supp. 424, 4 ustc § 1309 (D. Ct. N. C.) where no question of 
insolvency was raised. In the latter case the United States tax lien 
had not been effected under Revised Statutes, Secs. 3671 and 3672. 

% Rankin v. Scott, 12 Wheat. 177. 

27 See 53 Harvard Law Review 889, criticizing State v. Wynne, 133 
S. W. (2d) (Tex.) 951; 44 W. Va. L. Q. 232. 

* First National Bank v. Southland Production Co., (Okla. Sup. 
Ct., March 18, 1941) 414 CCH { 9328. See also New York v. Maclay, 
288 U. S. 290, 77 L. Ed. 754, 53 Sup. Ct. 323; Berrymont Land Co. v. 
Davis Creek Land & Coal Co., 192 S. E. (W. Va.) 577, 44 W. Va. 
L. Q. 232. 

222 Wheat. 396, 425, 426, 4 L. Ed. 271; Accord: People of New 
York v. U. 8., (CCA-3) 106 Fed. (2d) 210, 212. 

*U. 8. v. Paul, (D. Ct. Mich., July 12, 1940); 40-2 ustc { 9653. 

31 See discussion in annotation at 105 A. L. R. page 1265. 
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lien prior to any claims of any nature. As seen, ante, 
where there has been a transfer of a property interest 
the lien cannot attach. The opinion of the writer is 
that with respect to tax claims the lien of a state ac- 
quired prior to death of the decedent and not perfected 
by a seizure of property and transfer of interest of the 
decedent prior to his death will be subordinated to the 
United States estate tax lien which arises upon death. 
Estate taxes do not arise until death; but no state can 
deprive the United States of power to give priority to 
its revenue. 

The previously discussed statutes deal with liens for 
United States taxes. Under Revised Statutes, Sec. 
3466 the priority of the United States taxes seems un- 
questioned when the insufficiency of the assets of 
the estate to pay all debts is reasonably apparent. The 
statute is a clear and direct assertion of priority. The 
word “debts” due the United States as used therein in- 
cludes taxes.** And the words “due” the United States 
may well be construed to give priority not only to taxes 
actually payable when the insufficiency of assets is 
apparent but also to those to become payable there- 
after if the events giving rise to the tax have occurred.* 
In the Pennsylvania Cement Co. case, just cited, it was 
held that the income tax becomes due for the purposes 
of this statute when the income is earned or received. 


Where insolvency does not appear the courts are 
not quite in accord on questions of priority but where 
the insufficiency of assets is presented to the court the 
United States tax claims would likely be held to have 
priority. The rule laid down in other insolvency pro- 
ceedings should have a similar application here.** In 
the case of Jn re Lincoln Chair & Novelty Co., a state 
franchise tax general lien attached prior to a general 
assignment for the benefit of creditors ; and the United 
States claim for income taxes for years prior to the 
assignment had not taken the form of a statutory lien.*® 
Nevertheless the court there held that the priority of 
the United States was unquestioned except where there 
was a transfer of a property interest which in this case 
had not occurred under the state tax lien. The case of 
First National Bank of Alex, Okla. v. Southland Produc- 
tion Co. is not on the facts contrary to the position here 
taken.*®° There it would seem that a transfer of a 
property interest had been effected under the state tax 
lien by levy by the sheriff prior to insolvency and thus 
the United States claim for taxes was subordinated. 
No lien for the income taxes under IRC, Sec. 3670 had 





33 Price v. U. 8., 269 U. S. 492, 70 L. Ed. 373, 46 Sup. Ct. 180, 1 
ustc J 158. 

33 See Mr. Justice Story in U. S. v. State Bank of N. C., (1832) 2 
Pet. 29, 8 L. Ed. 308; Penn. Cement Co. v. Bradley Constructing Co., 
274 Fed. 1003. 

*% See annotation in 83 L. Ed. 1230, 77 L. Ed. 758; Exchange Nat. 
Bank v. U. S8., 265 Pac. (Wash.) 722; affd. 279 U. S. 80, 73 L. Ed. 
621, 49 S. Ct. 321 and annotation in 62 A. L. R. 146. 

3% 274 N. Y. 353, 9 N. E. (2d) 7; see United States v. Knott, 298 
U. S. 544, 80 L. Ed. 1321, 56 S. Ct. 902, 104 A. L. R. 741. 

3% Okla. Sup. Ct., March 18, 1941, 41-1 ustc § 9328. 
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been there perfected by the United States prior to 
insolvency. Finally in the recent case of United States 
v. State of Texas,*** no transfer of a property interest 
having been effected under the state tax lien, Re- 
vised Statutes, Sec. 3466 gave the United States tax 
claims priority. 

Other Lien Claims 

Under IRC, Sec. 3670, mortgages, pledges, pur- 
chasers and judgment creditors have priority where 
they acquire their interest prior to the filing of the 
notice of the United States tax lien. And even though 
notice has been filed there is an exception in favor of 
transfers of interest in securities under IRC, Sec. 3672. 

The lien of the federal estate tax under IRC, Sec. 
827 has previously been stated to have priority except 
where there has been a transfer of a property interest 
prior to death. This principle will give priority to 
mortgagees, pledgees and purchasers acquiring the in- 
terest prior to death. The court in U. S. v. Paul gave 
this priority to mortgagees.** The court also held that 
the lien under IRC, Sec. 827 was separate and distinct 
from IRC, Sec. 3670.** If this is a proper construc- 
tion the lien for estate taxes will have priority over 
judgment creditors acquiring a general lien prior to 
the death of a decedent although a lien for federal in- 
come taxes filed subsequent to the judgment would 
not. This would seem to be a proper conclusion, for 
the lien of a judgment creditor, as distinguished from 
a mortgage, involves no transfer of a property interest 
until there has been an execution on the judgment. 
Hence under the reasoning heretofore advanced, the 
power of the United States to assert a priority for its 
estate taxes can only be subordinate where there is a 
transfer of a property interest prior to death. Par- 
ticularly in states like North Carolina where the title 
theory of mortgages prevails and deeds of trust are 
commonly employed, there is a transfer of a property 
interest. And to divest such an interest by a subse- 
quent tax lien may call into play the due process 
clause. Furthermore the intention of IRC, Sec. 827 
is indicative of the purpose of Congress. It is imposed 
upon the “estate of the decedent.” This excludes 
property interests transferred prior to death. Fur- 
thermore it is imposed upon the “gross estate” with- 
out regard to inchoate claims or liens. 

But the most important questions of priority arise 
under Revised Statutes, Sec. 3466 where it is apparent 
that the estate has insufficient assets. Ordinarily an 
executor should have definite knowledge of the assets 
and liabilities of the estate before paying debts of any 
nature, except administration [Turn to page 174] 





36a 86 L. Ed. —, 42-1 ustc J 9162. 
% Dist. Ct. Mich., July 12, 1940, 40-2 ustc § 9653. 
%8 Accord: U. S. v. Albert J. McGuire et al. (U. S. D. Ct. N. J.. 


Dec. 22, 1941), CCH Federal Inheritance, Estate and Gift Tax Serv- 
ice, § 10,124. 








Significant Federal Tax Decisions 
And Rulings of 1941 


By PETER GUY EVANS* 


N 1941 the federal debt limit was raised and federal 

expenditures continued to increase by unprece- 

dented leaps and bounds. It, therefore, became 
necessary for the government not only to increase the 
rates of taxation, but also to tap new sources of rev- 
enue. The funds of the Treasury were swelled by 
the regular sources of collections and revenues and 
also by the additional taxes assessed as a result of the 
examination of the returns by the agents. Additional 
revenues, by no means small, resulted from the pleth- 
ora of decisions rendered in favor of the government 
by the Board and courts and also from the assessments 
made against income tax evaders. For the fiscal year 
ended June 30, 1941, over 80% of the persons tried 
were convicted and in addition to prison terms, fines 
aggregating $300,000 were assessed. Additional taxes 
and penalties amounting to nearly $34,000,000 were 
recommended for assessment in the cases investigated 
by the Intelligence Unit of the Bureau of Internal 
Revenue. 

Since thousands of tax controversies were presented 
to, and tried by, our numerous governmental adjudi- 
cation units, it would be impracticable to review all 
the new decisions or even to list them. 


A review of the important decisions will high- 
light, sufficiently for this purpose, the development 
and trend of recent tax decisions and rulings. 


As a preface to such a review, it would not be amiss 
for us to consider a few general pointers, which every 
tax practitioner should constantly bear in mind. One 
of these involves the problem of proper timing and 
mechanics. Even though the outcome or result of a 
particular procedure may be proper, nevertheless, the 
courts have held over and over again, that the timing 
and mechanics must be followed exactly, and any 
deviation, however slight and apparently unimpor- 
tant, may constitute sufficient grounds for a holding 
against the taxpayer. 


* Counsellor at Law; Certified Public Accountant; Tax Consultant; 
Tax Accountant for National Starch Products Inc. Lecturer on 
Federal Income Taxation and Accounting at Rutgers University; 
Member of the Committeee on Federal Taxation of the New York 
State Society of Certified Public Accountants; Co-author with J. 
Stanley Halperin of For Personal Income Taz. 

Author’s note. This article, in virtually the same form, appeared 
in the November, 1941, issue of The New York Certified Public 
Accountant, 


The second problem involves a careful, exhaustive 
study and consideration of all the points affecting the 
present as well as the future tax liability before a 
transaction is entered into. This advice cannot be 
stressed too emphatically! 


Still another which all of us should know, is the 
established maxim of the law—‘“The substance, and 
not the form of the transaction controls.” The courts 
no longer base their decisions on the form, but rather 
on the substance of the transaction, especially in mat- 
ters of tax procedure, the purpose of which is to 
effectuate tax savings. This is true even in cases 
where there is a technical letter for letter compliance 
with the law. 


The decisions and rulings under consideration have 
been classified broadly into the several groups involv- 
ing income, estate, gift, capital stock and miscellane- 
ous taxes, and accounting procedure. 


Income Tax 


Accruals—Income and Deductions on Decedent's 
Final Return.—The final income tax return of a de- 
cedent must include income and deductions “accrued 
up to the date of death,” regardless of the fact that 
the taxpayer reported on the cash basis. The usual 
tests for determining whether an item has “accrued” 
or not on date of death, are not applied in such a 
situation. In Helvering v. Enright, the court held that 
income accrued up to the date of death included not 
only accruals in the ordinary accounting sense, but 
also assets of decedents, earned during their lifetime, 
which were not previously reported because of the 
use of the cash basis of reporting. Here decedent 
was a member of a law partnership and the court held 
that his allowable share of billed and uncollected ac- 
counts as well as the earned proportion of estimated 
receipts from unfinished business were taxable as in- 
come. Otherwise, the “income” representing earnings 
of decedent, but actually collected by and paid to his 
estate, would escape taxation as income altogether. 

This case was followed in Helvering v. McGlue,? 
which held that dividends declared prior to, but pay- 


1618S. Ct. 777, 312 U. S. 636, 41-1 ustc J 9356. 
2119 F, (2d) 167, 41-1 ustc { 9403. 
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able to stockholders of a record date subsequent to 
the date of decedent’s death were also includible in 
the final return. 


Accruals—Not Deductible by Insolvent Taxpayer.— 
In Zimmerman Steel Co. v. Commissioner,® the tax- 
payer, whose liabilities exceeded his assets, was dis- 
allowed the deduction for accrued interest, since there 
was no probability that the interest would ever be 
paid. Since the accrual basis taxpayer is not required 
to report uncollectible income, the Board applied the 
same principle with respect to interest which might 
never be paid. 


Taxation of Income Received as a Gift or under an 
Assignment.—W orking on the theory that the power 
to dispose income is the equivalent of ownership of it, 
and that the exercise of such power to have income 
paid to another is the enjoyment and, therefore, the 
realization of income by the one who exercises it, the 
court held that where a donor detached unmatured 
coupons prior to coupon payment date, and gave them 
to his son, who collected the money, same is taxable 
to the donor, Helvering v. Horst. 


In the preceding case the donee collected the inter- 
est in the same taxable year that the gift was made. 
However, if collection is made in a subsequent year, 
a nice question is presented: “Would the donor be 
taxable in the year he made the gift, or in a later year 
when the donee collects the interest ?” 


This precise question was raised in Annie A. Colby 
v. Commissioner.» In this case the taxpayer made a 
gift of mortgages in 1935 on which there was unpaid 
and accrued interest in the amount of $24,000. This 
interest was not collected until 1936 and 1937, and 
the Commissioner relying on the Horst decision, supra, 
taxed it to the donor in his 1935 return. The Board, 
held that the income could not be taxed in 1935, that 
is, prior to the time that it is actually received by or 
becomes available to, the donee; therefore, it is tax- 
able to the donor, only if and when, the interest is 
actually collected. 


UPPOSE the donee postponed the cashing of the 

matured interest coupons, would they have to be 
included in the donor’s return for the year in which the 
coupons were payable? Following the theory of con- 
structive receipt (assuming the availability of the 
funds to redeem the coupons) it appears that the in- 
come should be taxed regardless of the donee’s non- 
presentation of the coupons for collection. Otherwise, 
it would be possible for the donor to escape taxation 
by having the donee time the cashing of the coupons 
to the donor’s advantage. 





345 BTA —, No. 161. 
*61S. Ct. 144, 311 U.S. 112, 40-2 ustc J 9787. 
545 BTA 536, not acquiesced. 
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Similarly, insurance renewal commissions which 
were assigned, and collected (five and nine years after 
the assignment) by the assignees were held taxable to 
the assignor in the year in which they were paid by the 
insurance companies, Helvering v. Eubank.® 

Likewise, the trust income, assigned by a life bene- 
ficiary of a testamentary trust to her children, was 
held taxable to the assignor in Harrison v. Schaffner,’ 
since the exercise of power to command the income is 
the equivalent to beneficial enjoyment of the income 
on which the tax is paid. 

Bad Debts—In Hamlen, Adm. v. Welch® the court 
allowed a bad debt deduction in the 1935 return, en- 
tered on the books in January and February, 1936, 
as of December 31, 1935. However, in Kleberg v. Com- 
missioner,® the Board disallowed a deduction for par- 
tial (one-half) bad debt in 1933 return as no entry 
therefor was made on the books until 1934. 


Bad Debt Recoveries as Taxable Income.—IT 3438 
holds that GCM 22163 (holding bad debt recoveries 
taxable as income) will not apply to recoveries of the 
following bad debts, if the prior deduction resulted in 
no tax reduction: 

(1) Banks—if bad debt deduction is made pursuant 
to direction of governmental (state or federal) authori- 
ties in returns filed during the period June 28, 1937, 
to July 8, 1940. 

(2) All taxpayers—bad debts deducted in returns 
filed during the period February 27, 1939, to July 
8, 1940. 

(3) Same effect on refund of state taxes deducted 
in returns filed during the period May 15, 1939, to 
July 8, 1940. 

It is evident from the above, that the Board and the 
Bureau are in disagreement. The Board holds that a 
recovery is not income, where the bad debt deduction 
in a prior year did not offset taxable income, since the 
taxpayer derived no “tax benefit” from such deduction. 
In Stearns Coal & Lumber Co. v. Glenn,® the present 
Bureau rule was followed on December 5, 1941. 

It is obvious that the question is far from settled 
and taxpayers who exclude such income should bear 
in mind that appeals to the Board will be necessary, 
since the Bureau will include the recovery as income ; 
also, the higher courts may upset the Board rule. 

Income to Stockholders from Debt Cancellation.—In 
Allen v. Commissioner," the court held that the corpo 
ration’s cancellation of the stockholders’ debts created 
by withdrawals during prior years, was tantamount 
to a payment of dividends as the corporation had a 
large earned surplus. The fact that no dividends were 





6 61S. Ct. 149, 311 U. S. 122, 40-2 ustc J 9788. 
761 S. Ct. 759, 312 U. S. 579, 41-1 ustc f 9355. 
8116 F. (2d) 413, 41-1 ustc J 9161. 

® 43 BTA 277. 

2D. C., W. D., Ky., 41-2 ustc { 9781. 

1117 F. (2d) 364, 41-1 ustc J 9245. 
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formally declared by the corporation is immaterial. 
From this decision it would appear that cancellations 
should be made when the corporation has no accumu- 
lated earnings, or when stockholder has deductions 
which he can offset against the taxable income. 

Forgiveness of Debts—In American Dental Company 
v. Commissioner,” the taxpayer agreed in 1934 with 
his landlord for the cancellation of $15,000 rent arrears 
by payment of $7,500. The payment was not made 
until 1937 at which time the landlord wrote off the 
balance on his books. 

The taxpayer contended that the debt was forgiven 
in 1934 when agreement was made. The Board, how- 
ever, ruled that income was realized in 1937 as the 
conduct of parties showed their intent to cancel the 
debt when the payment was made. 


HERE a municipality donates a site or property 

to a corporation as an inducement to locate its 
business therein, the cases hold that the corporation does 
not realize income as it is a business subsidy and partakes 
of the nature of a gift. But where a municipality can- 
celled $6,000 of delinquent realty taxes for $1,000, the 
Board held in Hurd Millwork Corp. v. Commissioner, 
that there was a realization of income from the cancella- 
tion as the taxes had been accrued and deducted in 
prior years. 

Treatment of Capital Losses and Capital Gains of 
Spouses on Joint Return.—in Helvering v. Janney,* the 
court held that the capital losses of one spouse may be 
deducted from the capital gains of the other on a joint 
return filed by husband and wife, on the theory that 
a joint return is a taxable unit. 

Capital Gain or Loss—Fire Insurance Moneys Not a 
Sale or Exchange.—The receipt of fire insurance pro- 
ceeds, the court ruled in Helvering v. William Flaccus 
Oak Leather Co.,* constitutes ordinary income and 
not capital gain. The excess of receipts over the cost 
is fully taxable. 

Basis of Property Received from Testamentary Trust 
under 1928 Act.—(Same under 1932 Act, but different 
under the 1934 Act and subsequent laws.) Maguire v. 
Commissioner,'® holds under the 1928 Act that the basis 
of property owned by the decedent is the value at 
the date of delivery by the executors to the trustees; 
and that the basis of property purchased by trustees 
is the cost to the trustees. 

Likewise, where the securities were purchased by 
the executors, the court ruled in Helvering v. Camp- 
bell,” that the basis is the value on the date of delivery 
by the executors to the trustees. 


244 BTA 425. 
Circuit. 

344 BTA 786, acquiesced. 

1461S. Ct. 241, 311 U. S. 189, 40-2 ustc | 9827. 

5 61S. Ct. 878, 313 U. S. 247, 41-1 ustc J 9427. 

‘661 S. Ct. 789, 41-1 ustc ff 9358. 

61S. Ct. 798, 41-1 ustc ff} 9359. 


Appealed by the taxpayer, August 14, 1941, Seventh 
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Basis of Property Received from Testamentary Trust 
under 1934 Act.—Under the 1934 Act (and subsequent 
laws) it was held in Helvering v. Reynolds,'*® that the 
basis to the taxpayer of securities received in 1934 
(and sold in 1934) from a trust set up under the will 
of his father who died in 1918, was the value at the 
date of his father’s death, as to the securities which 
the trustees acquired at that time, and the cost to the 
trust of such securities as had been purchased by the 
trustees. 

Similar holding under the 1934 and 1936 Acts in 
Cary v. Commissioner,® where securities received in 
1923 from a testamentary trust created under the will 
of a decedent who died in 1913. 

Holding Period of Property Received as Gift.— 
Where property was acquired by gift after December 
31, 1920, the fair market value of the property on the 
gift date being lower than donor’s cost and such prop- 
erty is sold by donee for less than the fair market 
value, the donee’s holding period starts with the date 
of the gift for the purposes of Section 117 of the 
Internal Revenue Code. (JT 3453.) 

Holding Period for Capital Gain under the 1928 and 
1932 Acts——Where securities were acquired from a 
testamentary trust, the court held in Helvering v. 
Gambrill,?® that the holding period dates from date of 
decedent’s death for property which she then owned, 
and from the date of purchase for property bought 
by the trustees. It appears that the holding period 
of securities bought by the executors would date from 
the date of purchase by them. 

Deduction for Charitable Contributions on a Joint Re- 
turn.—The court in Taft v. Helvering,* held that 
where husband and wife filed a joint return, the 15% 
limitation on the deduction for charitable contribu- 
tions should be based on the aggregate net income. A 
joint return is treated as a taxable unit, and the limita- 
tions on the deduction cannot be applied to each 
spouse individually. 

Depreciation Deduction.—In M. L. Lewis,?* the Board 
allowed a contractor a deduction of 60% in one year 
for machinery having a normal useful life of five years, 
where such machinery was operated twenty-four hours 
a day for seven months on a special construction job. 

Estate Income Received Tax Free by Beneficiary.— 
In E. S. Garrett v. Commissioner,” the Board held that 
an estate in process of administration can make a tax- 
free distribution to a beneficiary from prior years’ 
income even though income for the current year has not 
been distributed. It was not necessary to maintain 

1861 S. Ct. 971, 41-1 ustc {] 9484. 
1961S. Ct. 978, 41-1 ustc J] 9485. 
* 61S. Ct. 795, 41-1 usrc {| 9360. 


2161 S. Ct. 244, 311 U. S. 195, 40-2 ustc f 9828. 
2 BTA memorandum opinion; 413 CCH {7379-D; CCH Dec. 
11,779-D, April 17, 1941. 
2343 BTA 645 (decision vacated by BTA Order) and 45 BTA —, 
No. 136 (redetermined). 
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separate bank accounts for each year, the Board ruled, 
as there was a detailed record of income, and net 
income, for each of the years. The taxpayer prevailed 
because he kept detailed estate accounting records. 

Expenses of Caring for Investments in Securities Held 
Not Deductible-—For many years the deductibility of 
office expenses, rent, salaries, and custodian fees 
charged by the banks or others for the collection of 
income has been in controversy. The Commissioner 
from time to time has issued rulings allowing either a 
full deduction, or requiring an allocation of such ex- 
penses, between taxable and non-taxable income and 
has allowed that portion which was allocable to the 
obtainment of the taxable income. Then the Com- 
missioner in effect contended that mere personal 
investment activities never constitute carrying on a 
trade or business no matter how much of one’s own 
time or of his employee’s or agent’s time they occupy. 
The court apparently subscribed to the Commission- 
er’s view in Higgins v. Commissioner,** by holding that 
the portion of the taxpayer’s office expenses allocable 
to the caring for‘and managing of his investments 
in stocks and bonds was not deductible. However, 
the Commissioner has allowed the expenses that were 
allocable to investments in real estate and the deduc- 
tion therefor was not in question. 





ROM this decision it appears that taxpayer in- 
vestors who associate themselves actively in corpora- 

tions or enterprises in which they are financially 
interested and devote a substantial part of their time, 
directly or indirectly, to the management of such 
corporations, stand on better ground than Higgins 
because he did not participate in managing the corpo- 
rations in which he had investments. It would seem, 
therefore, that the taxpayers of this class would still 
be entitled to deduct their expenses. 

However, experience with the Bureau indicates that 
it does not propose to recognize this distinction. 

Relief on this problem is scheduled for inclusion in 
the technical bill soon to be considered by the Congress. 

Attorney's Fees Paid by Estate Held Not Deductible 
Expenses.—In U. S. v. Pyne,” the court held that the 
taxpayer estate was not entitled to deduct $40,000 paid 
as attorney’s fees, on the grounds that it cannot be 
said, as a matter of law, that an executor is carrying 
on a trade or business merely because he conserves 
the estate by marshalling, realizing and collecting the 
assets as a mere conduit for ultimate distribution to 
the beneficiaries. 

In another far-reaching decision, City Bank Farmers 
Trust Company (Duke) v. Helvering,*® the court ruled 
that commissions paid to the trustee were not deduct- 





61S. Ct. 475, 312 U. S. 212, 41-1 ustc J 9233. 
2561 S. Ct. 893, 41-1 ustc f 9428. 
2661S. Ct. 896, 41-1 ustc ff] 9426. 
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ible in computing trust net income, since the trust was 
not carrying on a trade or business within the meaning 
of the rule laid down in the Higgins case. The law 
states without ambiguity that the income of an indi- 
vidual and of a trust is subject to the same method 
and basis of taxation, and regardless of the fact that 
deductions for trustee’s commissions had been per- 
mitted in the past, it would not be proper to apply one 
concept of carrying on a business in the case of an 
individual and another concept in the case of a trust. 

Problems have arisen for the trustee with regard to 
the payment of taxes on the net taxable income which 
results from the disallowance of the deduction for 
commissions. Rulings illustrating the method and 
the procedure to be followed in such instances have 
been issued by the Commissioner. 

Expense Not Deductible-—An expense to be deductible 
must be both ordinary and necessary, and if it does 
not meet this test it is not necessarily deductible, 
even though it is expedient from the business point 
of view. 

In A. Giurlani & Bros. v. Commissioner,”* the court 
ruled that where a taxpayer expended moneys voluntarily 
for the purpose of paying creditors of another cor- 
poration from which it obtained its supplies, the pay- 
ment, although expedient was not ordinary and necessary 
and hence could not be deducted as an expense or 
as a loss. 

The court similarly held for the government in 
W. F. Young, Inc. v. Commissioner,® where the tax- 
payer advanced moneys to its insolvent subsidiary to 
pay the latter’s interest and taxes to prevent bankruptcy 
which might have adversely affected the taxpayer’s 
business reputation. At the time of the advances, 
there was no hope or expectation of repayment and 
the advances held not deductible as bad debts, losses 
or business expenses. 

Expenses of Executor Deductible-—In J. P. Rice v. 
Commissioner,?® the Board held that the selfsame activi- 
ties which are insufficient to constitute a trade or busi- 
ness for the estate or trust, may be a trade or business 
for the fiduciary as an individual. Rice, a business 
man being inexperienced in estate management, em- 
ployed assistants to help him in the discharge of his 
duties as executor and the Board held, since his busi- 
ness was managing an estate, he was entitled to deduct 
the compensation so paid as an expense of that business. 

Amount Received by Lessor on Cancellation of Lease 
Held Ordinary Income.—Money received by taxpayer, 
owner of real estate, from lessee as consideration for 
cancellation of lease constitutes ordinary income and 
is fully taxable. In Hort v. Commissioner,®° the court 





77119 F. (2d) 852, 41-1 ustc 7 9472. 
23.120 F. (2d) 159, 41-1 ustc { 9484. 
2° 44 BTA 749, acquiesced. 

3% 61S. Ct. 757, 41-1 ustc J 9354. 
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also ruled that there could be no offset for the loss 
measured by the present value of unmatured rental 
payments or fair rental value of the property for the 
unexpired term of the lease. It was stated that the 
consideration received represented rent and that no 
loss was sustained by the mere failure of the taxpayer 
to realize anticipated rents. 

Business Damages—Taxable or Non-Taxable as In- 
come.—Not all damages received constitute taxable 
income. To determine their taxability, it is necessary 
to look to the claim from which they were realized. 
In Arcadia Refining Company v. Commissioner,*' the 
court held that such portion of the settlement that 
covered the actual assets taken by the officer was not 
taxable, and that the balance of the settlement moneys 
representing recovery of profits made by the officer with 
such misappropriated assets constituted taxable income. 

Credits to Surplus Result in Taxable Income.—Al- 
though income is generally realized when received or 
accrued, regardless of book entries, the Board held in 
Boston Consolidated Gas Co. v. Commissioner,®? that the 
transfer to “surplus” of certain amounts representing 
unclaimed deposits and/or over-payments by former 


customers constituted taxable income. Here a mere 


bookkeeping entry resulted in income for tax purposes. 
Liquidating Debt with Property Results in Income.— 
In J. K. McAlpine Land & Development Company, Ltd. 


9 


v. Commissioner,*? the Board held that income was 
realized to the extent of the difference by which the 
fair-market value of stock used to liquidate a debt 
exceeded the cost price thereof. 

Loss from Surrender of Bonds for Less Than Cost.— 
The government prevailed in McClain v. Commis- 
sioner,** when the court held that the loss sustained 
by the taxpayer upon surrender of bonds for an amount 
less than cost is subject to the capital loss limitation 
and that such loss may not be deducted in full as a 
bad debt. 

Non-Capital Security Gains and Losses.—The tax- 
payer’s contention that his individual losses on non- 
capital assets could be set off against his share of 
similar partnership profits, prevailed in Neuberger v. 
Commissioner.®® 

Mortgagor’s or Owner's Foreclosure Loss.—In Hel- 
vering v. Hammel,®® the court held that the loss sus- 
tained by the mortgagor upon the foreclosure sale of 
his interest in realty was not deductible in full under 
the 1934 Act, but was subject to the capital loss limita- 
tions. The term “sales” as interpreted by the Supreme 
Court, applies to forced sales as well as to voluntary 
1118 F. (2d) 1010, 41-1 ustc {| 9366. 


3244 BTA 793. Appealed by the taxpayer, October 18, 1941, First 
Circuit. 


33 43 BTA 520, acquiesced; appealed by the taxpayer, June 30, 1941, 
Ninth Circuit. 

% 61 S. Ct. 373, 311 U. S. 527, 41-1 ustc J 9168. 

% 61S. Ct. 97, 311 U. S. 83, 40-2 ustc J 9758. 

3% 61 S. Ct. 368, 311 U. S. 504, 41-1 ustc {| 9169. 
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sales and the event fixing the loss was the foreclosure 
sale. The court said it could not find any basis in the 
language of the statute, its legislative history, or its 
purpose, for saying that losses from sales of capital 
assets were to be treated any differently whether they 
were the result of a forced or a voluntary sale. The 
taxpayer’s contention, that the decree of foreclosure 
which ordered the sale, was the event, was accord- 
ingly overruled. This case involved a foreclosure 
where taxpayer was personally liable on the mortgage. 

The Hammel decision was also applied to foreclosure 
cases where the owner was not liable on the mortgage in 
Welch v. Street,” in C. H. Haynes,** ; and in McLaugh- 
lin «. Commissioner.*® 


The Board, in the McLaughlin case, implied by 
reference to its decision in the Commonwealth, Inc., 
case,*° leading voluntary surrender case, that the law 
laid down therein still holds; that is, that in a voluntary 
surrender the entire loss sustained on both the land 
and the building is not subject to any of the capital 
loss limitations. It ruled that a voluntary surrender 


is not a sale or exchange, but a mere abandonment 
of title. 


HE RULING was again applied by the Board in 

F. S. Jackson,*' where the taxpayer, who did every- 
thing possible to rid himself of the property before fore- 
closure, was allowed a full loss for abandonment in 
1935, despite the fact that the actual foreclosure of the 
mortgage took place in 1936. 


In Peterman v. Commissioner,*? the court held that 
the loss sustained on the tax sale of real estate, where 
the taxpayer was financially able to pay the realty 
taxes but refused to pay, (because of the low value 
of the property) was fixed and deductible in that year, 
notwithstanding his right of redemption. However, 
the government prevailed in its contention that the 
loss arose from a sale or exchange and hence was not 
subject to the capital loss limitations, despite the lack 
of both voluntary action and personal liability for real 
estate taxes, on the part of the taxpayer. 


A similar holding was rendered by the Board in 
J. Abelson v. Commissioner, where it was shown that 
the right of redemption was without value in the year 
the property was sold and that there was no inten- 
tion to redeem. 


In Helvering v. Jones,** the court reversed the Board’s 
decision on the question of abandonment, and held 


37116 F, (2d) 953, 41-1 ustc J 9211. 

% BTA memorandum opinion; 413 CCH { 7225-C; CCH Dec. 11,625-C. 

39943 BTA 528. 

4 36 BTA 850. 

41 BTA memorandum opinion; 413 CCH { 7295-D; CCH Dec. 
11,695-D; appealed by the Commissioner, June 3, 1941, Second Cir- 
cuit; subsequently dismissed—nolle prosse. 

42118 F. (2d) 973, 41-1 ustc { 9387. 

4844 BTA 98, not acquiesced. 


44120 F. (2d) 828, 41-2 ustc { 9567, certiorari denied, October 13, 
1941. 
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that a mere intention to abandon is insufficient, that 
“there must be some clear and unmistakable affirma- 
tive act indicating a purpose to repudiate ownership.” 

Under the prevailing law there is no $2,000 limita- 
tion on capital losses (except for personal holding 
companies, section 505 (d) I. R. C.) and since de- 
preciable property used in business is not a capital 
asset, the portion of the foreclosure loss attributable 
to the building is not a capital loss, but is an ordinary 
loss deductible without limitation. Of course, the loss 
on the land is a capital loss, but if the property were 
held more than eighteen months, in the case of a cor- 
poration, it is deductible in full, and in the case of an 
individual, it is limited only by the respective per- 
centages, depending upon the time held. 


Obsolescence Denied for Abandonment of Branch 
Factory.—In The S. S. White Dental Manufacturing 
Company v. U. S.,* the court held that the abandon- 
ment of a branch factory in adequate and good condition 
did not constitute obsolescence within the meaning of 
the Act, which requires that the operative causes of 
the present or growing uselessness arise from external 
forces and the deduction was accordingly denied. The 
reason for abandonment was not due to obsolescence 
but to the consolidation of all manufacturing activities 
on the part of the management. 


Reorganization under 77B May Result in Cancellation 
of Indebtedness.—Generally a cancellation or forgive- 
ness of indebtedness results in taxable income to the 
debtor. In GCM 22528, the Commissioner takes the 
position that a reorganization under 77B may result 
in a cancellation of indebtedness despite the fact that 
the debtors are given new securities in exchange for 
their old bonds, notes, open accounts, etc. Such an 
exchange may require a reduction in the basis of the 
corporation’s property. Thus, if an exchange of an 
old $1,000 bond is made for a new $700 bond plus six 
shares of preferred stock, the difference between the 
balance of the $300 of the face amount of the old bond, 
and the fair market value of the six shares of pre- 
ferred stock, represents a cancellation of indebtedness 
and the basis of the corporation’s property should be 
reduced accordingly. 


ONFLICT of authority still exists on the matter of 

bondholders’ reorganizations. These cases involve 
the situation where a bondholders’ committee acquires 
the corporate property by foreclosure, and transfers it 
to a new corporation. The question to be decided is 
whether the transaction is a tax-free reorganization, so 
that the new corporation may be permitted to use the 
same basis for the assets as did the old corporation. 





oat F. Supp. 301, 41-1 ustc {| 9376, certiorari denied, October 13, 
1941, 
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Up to the time this article was written, the Second, 
the Fifth, the Sixth and the Seventh Circuits have 
held that the transaction is a tax-free reorganization, 
Since the Eighth and the Ninth Circuits have reached 
opposite results, the conflict, no doubt, will have to be 
settled by the Supreme Court.* 


Repairs Disallowed as a Deduction—In Johnston 
Manufacturing Co.,** the Board disallowed a deduction 
for repairs due to the absence of proof by the taxpayer 
showing how much of total expenditures was allocable 
to repairs as distinguished from improvements. Ifa 
deduction for repairs is desired, separate repair cost 
records should be kept. 


u. 


Commissioner,* through inadvertence, the return filed 
by the taxpayer was neither signed nor verified, and 
the 25% delinquency penalty was assessed because no 
return was made within the meaning of the law. Here, 
the taxpayer’s return showed a tax due of $40.19, but 
subsequently a deficiency of over $13,000 was assessed 
due to the inclusion of certain other trust income by 
the Commissioner which was received by the tax- 
payer upon order of a Massachusetts Probate Court. 
The full 25% penalty was assessed on the correct tax 
ultimately found owing and not on the amount shown 
by the taxpayer’s return which in effect was no better 
than no return at all. 


Return—Unsigned and Unverified—In Plunkett v 


Surtax on Undistributed Profits—In Helvering v. 
Northwest Steel Rolling Mills, Inc.,*8 the court finally 
settled a controversial question of long standing by 
holding that even though a corporate charter has been 
judicially considered to be a contract, the charter was 
not a provision of a written contract executed by the 
taxpayer. The prohibition against payment of divi- 
dends by a deficit corporation was not the result of the 
taxpayer’s act; the corporation’s compliance with the 
valid law of the state prohibited the payment of dividends. 


Transfer of Corporate Assets for Its Own Stock.— 
The Board held in Trinity Corporation v. Commis- 
sioner, that a taxable gain was realized by the 
corporation from the transfer of assets for its own 
stock in 1937. 

Since National Manufacture & Stores Corporation v. 
Allen,®° decided in 1940, held that there was no taxable 
gain to a corporation under the 1936 Act from resale 
of its own stock, purchased in open market, further 





* See U. S. Supreme Court decisions of February 2, 1942, in Hel- 
vering v. Alabama Asphaltic Limestone Co., Palm Springs Holding 
Corp. v. Commissioner, Marlborough House, Inc. v. Commissioner, 
and Helvering v. Southwest Consolidated Corp., highlighted at page 
188 herein.—E£d. 


* BTA memorandum opinion; 413 CCH { 7394-E;.CCH Dec. 
11,794-E. 
47118 F. (2d) 644, 41-1 ustc { 9373. 
48 61 S. Ct. 109, 311 U.S. 46, 40-2 ustc J 9755. 
44 BTA 1219, appealed by the taxpayer, October 15, 1941, Fifth 


Circuit. 
5% D, C., Ga., 40-2 ustc J 9741. 
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litigation is certain on the question of whether the change 
made in the Regulations in 1934 applies under sub- 
sequent Acts. 


Taxability of Short-term Trust Income.—During the 
vear 1941 there were a great number of litigations involv- 
ing the taxability of income of short-term irrevocable 
trusts. To review the basic cases underlying the trend 
of the courts throws some light on recent decisions, 
as well as helps to evolve a set of rules; but it must 
be borne in mind that it is difficult to predict the result 
in any given case. 

In 1940, the court in Helvering v. Clifford,” held that 
the income of a short-term trust, which was payable 
to the grantor’s wife, was taxable to the grantor on the 
theory that he was the owner of the corpus for the 
purpose of Section 22(a) of the IRC which defines 
gross income, the grantor trustee having broad power 
of management, the corpus to revert to him at the end 
of five years or on the sooner death of his wife, the 
income to be payable solely in the trustee’s discretion 
and neither income nor principal could be attached, 
encumbered, transferred, or anticipated. The grantor 
paid the gift tax on the transfer on its creation, and 
all the trust income which was distributed to the 
grantor’s wife was included in her income tax return. 
In holding that the income of the trust was taxable to 
the grantor, the Supreme Court said: 


“In this case we cannot conclude as a matter of law that 
respondent ceased to be the owner of the corpus after the 
trust was created. Rather, the short duration of the trust, the 
fact that the wife was the beneficiary, and the retention of 
control over the corpus by respondent all lead irresistibly to 
the conclusion that respondent continued to be the owner for 
purposes of Section 22(a).” 

In Helvering v. Wood,** decided the same day as the 
Clifford case, the court held that the income of a similar 
short-term trust was not taxable to the grantor under 
Section 166 of the Internal Revenue Code, although 
the income would have been taxable to the grantor 
under Section 22 (a) of the Internal Revenue Code, if 
the Government had raised the issue in the trial court. 


The effect of these two cases is that the income of 
a trust may, in some instances, be taxable to the 
grantor under Section 22(a), although admittedly it 
is not taxable to him under Section 166. As was 
anticipated at the time, these two decisions have re- 
sulted in untold confusion of the law pertaining to the 
taxation of trust income. There has been a plethora 
of tax litigation on this matter and the decisions ren- 
dered by the courts show us that many of them were 
borderline cases. 


A far-reaching decision, rendered by the court in 
Hormel v. Helvering,® held that the Circuit Court of 


3160 S. Ct. 554, 309 U. S. 331, 40-1 ustc {] 9265. 
3260 S. Ct. 551, 309 U. S. 344, 40-1 ustc % 9266. 
3 61S. Ct. 719, 41-1 ustc J 9322. 
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Appeals, on review of a BTA decision involving the 
question of whether the grantor of a trust was taxable 
on the income thereof, has the power to consider 
whether Section 22(a) applied, even though the trial 
before the Board involved only Sections 166 and 167, 
both of which were held by the Board to be inapplicable. 
Since the Board had neither found the facts nor con- 
sidered the applicability of Section 22(a) in the light 
of the Clifford decision, the case was remanded to the 
Board in order that the taxpayer should not be fore- 
closed from all opportunity to offer evidence before 
the Board on thisissue. The court, likewise, remanded 
to the Board for a rehearing, the case of Helvering 
v. Richter.** 

We all know that trusts, the corpus of which will 
or may revert to the grantor after a short, fixed period 
of time, are always scrutinized carefully by the Treas- 
ury Department. The Clifford case taxed the grantor 
with the income of a five-year trust on the broad 
ground that he retained “substantial dominion and 
control” of both the corpus and income. Naturally, 
short-term trusts are examined in the light of the 
Clifford case. 

The factors constituting “substantial dominion and 
control” which have been considered by the courts 
are: length of the term of the trust, family relation- 
ship among the grantor, beneficiaries and trustees, and 
powers reserved by the grantor. No one factor is 
determinative in and of itself, as may be seen from 
the court’s decision in Helvering v. Elias: ** 

“The court must look to the whole nexus of relations be- 
tween the settlor, the trustee and the beneficiary, and if it 
concludes that in spite of their changed relations the three 
continue in fact to act and feel toward each other as they did 
before, the income remains the settlor’s.” 

URING the last six months of 1941 at least a half 

dozen cases were decided by the courts and all 
held the income taxable to the grantor except: (1) a 
four-year trust, the beneficiary of which was a Re- 
search Fund, and (2) Commissioner v. Jonas.°® In the 
latter case the trust was for ten years, grantor’s children 
were the beneficiaries and the trustee was not a family 
member ; however, the reserved powers included rever- 
sion and the right to appoint a successor trustee. 


Year-end Sales.—Under IT 3323, if a taxpayer on 
the calendar year basis entered into a contract for the 
sale of stock on December 30 or 31, the gain or loss 
was realized and reportable during that year, even 
though delivery and settlement was not made until 
January, the following year. 

In H. F. Taylor v. Commissioner,®’ the Board held 
that the gain is not returnable until the taxpayer, 


% 61S. Ct. 723, 312 U. S. 561, 41-1 ustc J 9323. 

53122 F. (2d) 171, 41-2 ustc { 9630, certiorari denied, December z 
1941, 

56122 F. (2d) 169, 41-2 ustc {| 9628. 

37 43 BTA 563, acquiesced. 
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who reports on the cash basis, has actually or con- 
structively received the proceeds of sale. 

IT 3323 was accordingly modified by /T 3485 to 
give effect to the Board’s decision. 
Estate Tax 

Income Not Included in Gross Estate Where Optional 
Valuation 1s Used as Basis of Valuation—In Maass, 
Executor, (Saks) v. the court decided in 
favor of the taxpayer by holding that Congress did 
not intend to include income of the estate for the one- 
vear period following death, where the optional valua- 
tion date is used as the basis of valuation. Although 
there was no conflict between the decisions of Circuit 
Courts of Appeals, the court, nevertheless, granted 
certiorari because of the importance of the questions 
and the number of pending cases in which it would 
be presented. 


& 


/liggins,* 


Sums Payable under “Single Premium Life Policy,” 
Issued in Connection with Annuity Contracts Held Tax- 
able as Transfer Effective at or after Death_—The court, 
in Helvering v. Le Gierse,*® held that in spite of the 
fact that there were two separate and distinct con- 
tracts (one for the insurance, and another for the annuity 
feature), they must be considered together and that 
the amount paid under the policy is not the proceeds 
of a life insurance contract but is, in effect, a transfer of 
property at or after death and therefore, taxable as such. 

In accordance with the above decision, a sum pay- 
able under a “single premium insurance” contract was 
held taxable as a transfer effective at death in Tyler, 
Executor v. Helvering.® 
Gift Tax 

$5,000 Exclusion on Gifts (in Trust prior to 1939) .- 
Our tax statutes provided at one time for a $5,000 
exclusion for gifts, (other than future interests in 
property), made to any one person. Because of the 
confusion created by the numerous trust cases in 
litigation, Congress amended the law, effective 1939, 
(in addition to reducing the exclusion to $4,000) so 
that gifts in trust were denied any exclusion, as well 
as gifts of future interests in property. 

In Ryerson, Executors v. U. S., the court ruled 
that where gifts are contingent so far as interests of 
beneficiaries are concerned, and are future interests 
in property, then such gifts are not entitled to the 
exclusion of $5,000. However, if the interests of the 
beneficiaries are vested, as in Helvering v. Hutchings,” 
they are considered to be gifts to the beneficiaries of 
the trust and are accordingly entitled to the $5,000 





5861 S. Ct. 631, 312 U. S. 443, 41-1 ustc J 10,032. 
*+5) 61 S. Ct. 646, 312 U.S. 531, 41-1 ustc J 10,029, 

* 61 S. Ct. 729, 41-1 ustc § 10,031. 

st 61 S. Ct. 656, 312 U. S. 405, 41-1 ustc J 10.028. 

8261S. Ct. 653, 312 U. S. 393, 41-1 ustc § 10,026. 
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exclusion for each vested remainder where transfers 
were made before 1939. 


Gift of “Single-Premium Policies’ Held Taxable oy 
Basis of Cost to Donor.—Section 1005 provides: “If 
the gift is made in property, the value thereof at the 
date of the gift shall be considered the amount of the 
gift.” There was conflict among the lower courts 
whether the proper basis of such “value” was the cost 
of a similar contract at the date of gift, or the cash- 
surrender value of the particular contract on that date. 
In Guggenheim v. Rasquin,® the taxpayer purchased 
such policies and at substantially the same time as- 
signed them to her children, and the court held that 
the cost of duplicating the particular policies at the 
date of the gift (here, the actual cost) is the true basis 
of value for gift tax purposes. 


Capital Stock Tax 

Capital Stock Tax.—In Scaife & Sons Co. v. Com 
missioner,** the Circuit Court of Appeals, Third Cir- 
cuit, held that a capital stock tax return could not be 
amended after due date where the taxpayer contended 
that there was a clerical error, (understatement by 
mistake) of $400,000. 

On December 22, 1941, the Supreme Court affirmed 
the circuit court decision by stating that the value 
declared “cannot be amended” as the capital stock 
statute is not ambiguous. The court, however, took 
cognizance of the fact that the result of a strict con- 
clusion may be harsh in isolated cases; it stated that 
recourse for relief should be made to Congress as it 
cannot be granted by the courts. 


However, in Lerner Stores Corp. (Md.) v. Commis- 
sioner,” the Second Circuit Court of Appeals, where 
an employee of the taxpayer listed the value of $25,000 
instead of $2,500,000 the court permitted a correction 
as there was no change in judgment but merely an 
error in reporting that judgment to the Commissioner. 
To prevent correction of such an error, would deprive 
the taxpayer of the right to use the declared value 
which it had chosen in accordance with the provisions 
of the law. 

On December 22, 1941, the Supreme Court reversed 
the circuit court decision and followed its decision 
in the Scaife case, supra. The court most emphatically 
rejected the taxpayer’s contention that the capital 
stock and declared value excess profits taxes being 
based on “guesses and wagers” were beyond the 
delegated powers of Congress. [Turn to page 172] 





* 61 S. Ct. 507, 312 U. S. 254, 41-1 ustc 7 10,013. 
117 F. (2d) 572, 41-1 ustc § 9230, aff'd December 22, 1941, 62 5S. 
CX. 398. 


6118 F. (2d) 455, 41-1 ustce § 9344, rev’d December 22, 1941, 
S. Gt. 341. 
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State Sales and Use Taxes 






T PRESENT twenty-two states impose general 
A= taxes. Their geographical location is shown 
on the accompanying map. It will be noted 
that there is a concentration in the Middle West, South 
Atlantic, South Central and South Mountain divisions, 
and a scattering in the West. There seems to be no 
correlation between sales tax and income tax states. 
The following states have both taxes: Alabama, Ari- 
zona, Arkansas, California, Colorado, lowa, Kansas, 
Mississippi, New Mexico, North Carolina, North 
Dakota, Oklahoma, South Dakota, Utah and West 
Virginia. A few have neither, namely, Florida, Maine, 
Nebraska, Nevada and Texas. 

\ few cities have imposed general sales taxes despite 
the obvious difficulty of administering them in a re- 
stricted area. New York and New Orleans are appar- 
ently notable examples of successful attempts. These 
will be mentioned further, below. 


* Professor of Economics, University of Minnesota, Minneapolis, 
Minn. 
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V7. RETAIL SALES TAXES 
RRR GENERAL SALES TAXES 
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PAZ Gross Income Taxes 
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States with Sales Taxes—January 1, 1942 
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Taxes on sales of selected commodities have been 
levied for many years by the Federal Government, by 
every state and by some municipalities. General sales 
taxes have been contemplated by the Federal Govern- 
ment but so far have not been enacted. In 1932 the 
Committee on Ways and Means proposed a manufac- 
turers’ sales tax but it was rejected by the House of 
Representatives. There is some talk of such a tax 
now, not only to raise needed funds but also to con- 
serve strategic materials and to restrict spending in 
the effort to curb inflation. One of the arguments 
against it is that complexities would arise in the states 
now levying general sales taxes. 

The present relative fiscal importance of sales and 
other taxes for state purposes is shown in Figure 1. 


The Recent Sales Tax Movement 

The adoption of general sales taxes by more than 
half of the American commonwealths in the middle 
1930’s was primarily the result of the great post war 



























































































































156 TAX ES—The Tax Magazine 


Fig. 1 
Sources of State Tax Collections—1941 * 
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depression. The foundations of the formerly dependable 
revenues had been undermined or destroyed while the 


demands for former governmental services increased 


and, in addition, there were overwhelming demands 
for the national, state and local governments to come 
to the financial relief of great sections of the business 
and economic groups and to the rescue of millions of 
unemployed and partly employed individuals and fam- 
ilies. Except for West Virginia, which started the 
movement in 1921, most of these taxes were adopted 
between 1933 and 1936. It is not a mere coincidence 
that this period covers the enactment of the Federal 
Social Security Act. Many administrators were ap- 
prehensive of the states’ ability to meet federal grants 
to the aged but knew they must fall in line, especially 
as the Townsend Old-age Pension Plan was so favor- 
ably viewed by many of the voters and its proponents 
were so well organized in many states. At some time 
in this period general sales taxes have been imposed 
by thirty-one states. But no state has joined the 
movement since 1937. 





* U. S. Census, State and Local Government Study No. 16, Oct. 6, 
1941. 
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These sales tax laws have been repealed or have 
expired in nine states. Why? The Georgia law, a 
complex gross receipts tax in force only two years, was 
allowed to expire in 1931 as originally provided and 
was succeeded by a net income tax. 
scribed as follows by a state officer : 


This law is de- 


“It was designed to relieve a temporary deficiency in the 
State Treasury. The rate was 2 mills for retail business. 
one mill for wholesale business and 4 mill for manufacturing 
business, applicable to gross receipts in excess of $20,000, 
thus the rate was so small that it could not be passed on to 
the consumer. The exemption was so large that all of the 
small businesses in the state were excluded entirely in the 
taxation and it proved to be more of a nuisance really than 
anything else. Therefore, when the date for the expiration 
of this tax expired the tax was allowed to die a natural death, 
having served to a certain extent its intended purpose.” ’ 

The Idaho law was rejected by the electors in March, 
1937, after a two years’ trial. This law was poorly 
drafted in that there was no provision for collecting 
the tax on articles selling for less than 50 cents, on 
which the tax would have been in fractions of a cent. 
Therefore the law was inequitable in that it exempted 
many stores selling low priced articles. The law met 
objection also from automobile dealers in towns on the 
borders of states that had no sales tax. 

The Kentucky law was repealed in 1936 after the 
election of Governor Chandler who made the issue one 
of the leading planks in his campaign platform. Asa 
result the legislature enacted a new fiscal program for 
the state in which a net income tax was an important 
part. The Maryland 1 per cent tax that went into 
effect in April, 1935, was repealed in March, 1936, ex- 
cept for the tax on sales of automobiles which is still 
imposed. The New Jersey act was in effect only from 
July 1 to October 25, 1935. It was repealed by a spe- 
cial session of the legislature called for that purpose as 
the result of a campaign against the tax.» The New 
York state tax was an emergency measure in effect 
from May 1, 1933, to June 30, 1934. The Vermont law 
was declared unconstitutional in 1935, hence was re- 
pealed.* The Pennsylvania emergency relief tax was 
effective for only six months beginning August 19, 
1932. It was unpopular with consumers and retailers, 
disappointing as a producer of revenue, and difficult to 
administer.’ A constitutional amendment to prohibit 
a general sales tax in Louisiana was defeated at an 
election April 16, 1940, but the newly elected governor 





1 Letter of Mr. L. S. Radford, Auditor Income Tax Unit, Georgia 
Department of Revenue, to the authors, December 17, 1941. 

* Martin, ‘‘Recent Kentucky Tax Legislation and the Farmer.” 
Tax Magazine, 16:921, September, 1938. 

3’ The State Commissioner wrote to the authors Jan. 2, 1942: ‘‘The 
available data indicate that the repeal of the law was entirely due 
to opposition by the people, which opposition, of course, included 
consumers and retailers. The data also indicate that during the 
time the law was in effect it was being successfully administered. 
After the initial steps were instituted the problems presented as to 
number and complication were about on a par with those which 
usually arise in the administration of other forms of taxation.’’ 

4 Great Atlantic & Pacific Tea Co. v. Harvey, 177 Atl. 423. 

5 Letter of Ralph B. Umsted, Senior Counsel, Pennsylvania De- 
partment of Revenue, to the authors, January 7, 1942. 
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of that state promised to have the sales tax repealed. 
This was done and the law expired December 31, 1940. 

Several of the sales tax laws were introduced as 
temporary measures. This was the case with the 
Georgia law mentioned above. In 1937, Alabama pro- 
vided for the expiration of its law in 1939, but in the 
1939 revision no limit was set. Similarly Arkansas’ 
1939 expiration provision was repealed. Missouri set 
December 31, 1939, as the expiration date, but in July, 
1939, it was continued until December 31, 1941, and in 
1941 again continued for two years. In 1939 North 
Carolina repealed the provision that the tax expire 
June 30, 1939. The law now reads that the tax shall 
continue “until otherwise provided by law.” North 
Dakota and Oklahoma provided for the expiration of 
the tax in 1941 but their legislatures continued them. 
The new law in North Dakota sets June 30, 1943, as 
the expiration date. The Oklahoma law has no limi- 
tation. Illinois provided for reduction of the rate from 
3 per cent to 2 per cent in 1941. This reduction was 
effected though the previous law made 1939 the date 
for this change. 


An interesting trend in 1941 was shown by the re- 
duction of rates in several states. Illinois has been 
mentioned above. South Dakota, Indiana, and New 
York City also lowered their rates. On the other hand 
Washington increased its rate from 2% to 3%. 

The following seventeen states and the District of 
Columbia *® have never imposed general retail sales 
taxes: Connecticut, Delaware, Florida, Maine, Massa- 
chusetts, Minnesota, Montana, Nebraska, New Hamp- 
shire, Nevada, Oregon, Rhode Island, South Carolina, 
Tennessee, Texas, Virginia and Wisconsin. In three 
of these states measures passed by the legislature were 
defeated when referred to the people. Oregon voters 
refused to ratify such taxes in 1934, 1935 and 1938." 
The campaigns, especially the first two, were vigorously 
conducted by both sides. Despite emphasis on needs 
of greater school aid for rural districts and well or- 
ganized pleas for pensions for the aged, the voters pro- 
tested that they already had as many different kinds of 
taxes as they cared to pay. In 1937, Maine defeated 
by a2 to 1 vote a proposal to finance old-age assistance 
and a more extended educational program by a 1% 
sales tax. It was fought by merchants, labor and the 
Grange. The Republican governor and other admin- 
istration leaders, joined by certain educational inter- 
ests, worked for the tax.2 The New Hampshire 
electors rejected a measure submitted in 1938 by the 
Constitutional Convention to impose sales, inheritance 
and a more general income tax. 

° Between 1937 and 1939 the District of Columbia imposed a privi- 
lege tax on business measured by gross receipts; but the officials 


did not consider it a true sales tax. It was superseded by a net 
income tax. 


7 New York Times, May 27, 1934, October 13, 1935. 
8 New York Times, August 16, 17, 22, 1937. 
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As stated above, sales taxes are irnposed by two 
important cities, New York and New Orleans. Several 
smaller cities especially in West Virginia ® have also 
imposed sales taxes for some time. Philadelphia and 
St. Louis tried such taxes and discontinued them. 
The New York tax, 1% of retail sales, is one of several 
taxes imposed in the depression to raise funds for 
emergency relief. Fiscal results have been so great 
that state legislators fear the proceeds may be diverted 
to other purposes and the tax become permanent.’ 
The New Orleans rate has recently been raised from 
2% to3%. This tax yielded about $1,470,000 in 1940, 
about 17.2% of total revenue. 


Types of Sales Taxes 


Fifteen of the twenty-two states impose the tax on 
retail sales only. The other seven provide for more 
extensive coverage. The Arizona law applies not only 
to retail sales but also to sales of manufacturers and 
that of North Carolina to sales of wholesalers as well 
as retailers. These taxes are sometimes classified as 
“general sales taxes” and are so indicated on the map." 
They are, however, not so general or inclusive as taxes 
levied by five other states. Three states, Mississippi, 
New Mexico and Washington, extend the base to sales 
of all tangible property including oil, mineral products 
and gas to sales of services of utilities and transporta- 
tion companies. Their levies are called gross receipts 
taxes. The laws.of West Virginia and Indiana are 
the most inclusive and tax, in addition to sales ofall 
tangible property, income from personal services, rent 
and other sources. Their levies are called gross in- 
come taxes. There are, however, many differences in 
the rates, exemptions and other provisions of sales tax 
statutes ; therefore, the various laws will be analyzed 
briefly. 


Retail Sales Taxes 


(a) Rates.—The rate most commonly imposed, 2 per 
cent on retail sales, is that of Alabama, Arizona, 
Arkansas, Colorado, Illinois, lowa, Kansas, Mississippi, 
Missouri, New Mexico, North Dakota, Oklahoma, 
South Dakota, Utah, West Virginia and Wyoming. 
Alabama and Mississippi, however, have a lower rate 
for automobiles (.5 per cent) and Mississippi also 


® Charleston, Huntington, Dunbar, Wheeling, Bluefield, Morgan- 
town, Fairmont and Welch. These taxes are based on gross proceeds 
of business rather than sales hence avoid the problem of evasion 
from goods purchased outside the city. 

10 New York Times, March 24, 1940; August 7, 1941. 

The New York law exempts food except in restaurants. Sales of 
gas, electricity, steam, telephone service, wines, liquors and alco- 
holic beverages were formerly taxed at 3%. All were reduced to 1% 
in October, 1941. 

11 For further details of these classes see the discussion of general 
sales and turnover taxes below. The term ‘general sales taxes’’ 
is used in several ways. It is often applied to the whole category 
of retail sales taxes, gross receipts taxes and gross income taxes in 
contrast to excises on particular commodities such as liquors, 
tobacco, gasoline, etc. It is in this more inclusive sense that it is 
used in Figure 2 below. 
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has a low rate (1 per cent) for milk, while New York 
City has a rate of 1 per cent on all taxables. Five 
states impose a 3 per cent rate, namely California, 
Michigan, North Carolina, Ohio and Washington.” 
In 1941 the only state with a 1 per cent rate was 
Indiana but it became ™% of 1 per cent on January 
1, 1942. The burden of the sales tax in Indiana is 
heavier, however, than some might infer from the low 
rate because that state has a very comprehensive gross 
income tax on income from almost every source; in 
fact, it comes nearer to a general turnover tax than 
that of any state. The Louisiana rate was also 1 per 
cent, but as New Orleans also imposed a 1 per cent 
tax on sales, the effective rate for many citizens of the 
state was 2 per cent.” 
Fig. 2 
Collections of State Motor Vehicle Fuel Sales, General Sales, 
and Tobacco Sales Taxes—1924-1941 * 


Motor vehicle fuel 
(Including local shares) 





1925 1930 1935 1940 
Fiscal year 


(b) What Is Taxed.—California taxes sales of 
tangible property only. Most of the other states ex- 
tend the base to include other sources, especially 
amusements and utilities. Those that tax amusements 
are Alabama, Arkansas, lowa, Kansas, Missouri, North 
Dakota, Oklahoma, South Dakota, Utah, Washington, 
West Virginia and Wyoming. The states vary in their 
policies, however Alabama taxes even the athletic 
contests of schools and of all other organizations 





* U. S. Census, State and Local Government Study No. 16, Oct. 6, 
1941, 

2 This rate was raised from 2% in 1941. The law stated that the 
3% rate ‘‘may be reduced to 2% upon enactment and judicial ap- 
proval of a net income tax law.’’ 


18 When the Louisiana law was repealed, December 31, 1940, New 
Orleans increased the rate to 2%, and in 1941 to 3%. 
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whether religious, municipal, or county while South 
Dakota exempts fairs, races, and contests by schools 
and charitable organizations. Iowa and Kansas ex- 
empt county fairs. Amusements are not mentioned 
in the laws of Colorado, Louisiana, Michigan and Ohio, 

Sales of gas, electricity, and water by utilities for 
domestic use are taxed in Arkansas, Iowa, Kansas, 
Missouri, North Dakota, Oklahoma, South Dakota, 
Utah and Washington. Water is exempt, but gas and 
electricity are taxed in Michigan and Wyoming. The 
Illinois tax applies to gross receipts from transmitting 
telephone and telegraph messages or from distributing 
gas and electricity not for resale..* No mention is 
made of water in the Colorado law but other utilities 
are taxed. Michigan requires even municipal utility 
plants to secure a license and to pay the sales tax. 
Wyoming also taxes municipal plants. 

Communications services—telephone, telegraph, and 
radio—are taxed in Colorado, Iowa, Kansas, North 
Dakota, Oklahoma, South Dakota and Washington. 
Radio is not mentioned, but telephone and telegraph 
services are taxed in Arkansas, Missouri, Utah and 
Wyoming. Colorado is unique among the retail sales 
tax states in applying a special sales tax to personal 
services. 

Transportation of freight is taxed in Colorado, Michi- 
gan and Washington; Wyoming taxes it when intra- 
state, although even then farm products going to 
processing plants are exempt. When the purchaser 
pays delivery charges separately, certain states ex- 
empt freight. This is the case in California, Iowa, 
Kansas, Louisiana, Missouri, North Dakota and, when 
title to property passes f.o.b. factory, under the laws 
of Illinois, Louisiana, and Missouri. The laws oi 
Arkansas and Oklahoma do not mention taxation of 
freight. Transportation of passengers is exempt in 
Alabama, California, Colorado, Iowa, Louisiana, North 
Dakota, Ohio, South Dakota, and West Virginia. Bus 
fares are exempt in Missouri and were in Louisiana. 
For school children, Oklahoma exempts fares of 15 
cents or less. 

Although states cannot, under the present law, levy 
a sales tax on national banks, the United States Su 
preme Court has upheld the Colorado tax on safety 
deposit boxes, as a tax on the user of the box."® 


(c) Exemptions from Retail Sales Taxes.—Prac- 
tically all states expressly exempt: (1) casual sales, 
(2) sales to the Federal Government and (3) sales in 
interstate commerce. The first exemption is primaril} 
to facilitate administration. The second is because oi 
Supreme Court decisions holding that such taxation 
infringes the sovereign power of the Federal Govern- 


~ Taxation of utilities was included in the original Illinois sales 
tax law but, as the State Supreme Court held that electricity could 


not be taxed under a law taxing tangible personal property, 4 
separate law was enacted. 


‘8’ Colorado National Bank v. Bedford, 310 U. S. 41, (1940). 
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ment.° The third is because of Supreme Court de- 
cisions holding that such taxes infringe the authority 
of the Federal Government to regulate interstate 
commerce.*? In order to obviate the difficulties arising 
from this latter doctrine sales tax states developed use 
taxes. These taxes are discussed below. 


Food, except that sold in restaurants, is exempt in 
California, New York City and Ohio. Ohio also ex- 
empts food sold to students in dormitories, cafeterias 
and fraternity houses. Alabama, Arkansas, Oklahoma 
and Utah exempt school lunches, while Utah extends 
the exemption to meals served by churches and char- 
itable institutions. A few states exempt a limited list 
of foods. North Carolina, for example, does not tax 
flour, meal, lard, milk, molasses, salt, sugar, coffee, 
bread and rolls. Alabama exempts a more extensive 
list—sweet milk, buttermilk, corn meal, flour, sugar, 
colfee, white meat (dry salt sides, salt fat backs, plates, 
bellies). Tce is exempt in Ohio and North Carolina. 
Washington exempts milk, fruit, vegetables, butter, 
eggs, cheese and bread. By arecent amendment West 
Virginia exempted from the retail sales tax bread, butter, 
eggs, flour and milk. Most states exempt sales to 
charitable organizations. 


The relative importance of taxes on food is shown 
by reports of several sales tax states. [Illinois esti- 
mates that, in 1940, $27,000,000 of the $90,000,000 rev- 
enue came from taxes on food. Michigan estimates 
that almost 28 per cent of the tax collected in the period 
1933-1939 was on food; in 1940, $16,973,164 or 28.6 
per cent, was collected from this source,and in 1941, 
27.48 per cent.1* Such exemptions help the poor but 
are in disfavor in some quarters, not only because of 
considerations of revenue but, also, because of admin- 
istrative complications. It should be noted, too, that 
no state exempts food sold in restaurants. 


Several states exempt farm products sold by the farmer 


to the consumer. In Alabama, Arizona, Arkansas, 


louisiana, Mississippi, New Mexico and North Caro- 
lina the exemption is by express provisions of the law ; 
in Utah, by regulation. Arkansas exempts such prod- 
ucts only if the products are sold on the farm by 


‘6 Prior to 1939 California taxed all sales to the Federal Govern- 
ment. This policy met such opposition that various agencies 
threatened to purchase all supplies outside the state. The state 
eventually made a few concessions and finally the legislature ex- 
empted all sales to the Federal Government. Meanwhile by the 
Hayden-Cartwright Act states were permitted to impose the gasoline 
tax on motor fuel sold on federal reservations. Sales tax states 
having large areas of federal parks, Indian reservations and mil- 
itary posts finally convinced Congress of the need for extending 
the privilege in order to impose their taxes equitably. 

The so-called Buck Resolution, an Act passed Oct. 9, 1940, which 
became effective Jan. 1, 1941, gave the states power to collect selec- 
tive or general sales taxes made on government property, except 
in quartermasters’ stores, naval stores and post canteens, or on 
sales to the Federal Government. 

1 But see McGoldrick v. Berwind-White Coal Mining Co., 309 U.S. 

3 (1940), discussed below. 

18 Robert S. Ford and E. Fenton Shepard, Michigan Retail Sales 
ind Use Taxes, Table V; Annual Reports of the Michigan State 
Board of Tax Administration. These Reports are particularly val- 
uable because they analyze sources of tax by industry. 
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producer or grower ; South Dakota and West Virginia, 
only if the sales are casual. Arkansas limits exemp- 
tion of dairy products to farmers owning not more 
than five cows. Four states make no mention of such 
products—California, lowa, Washington and Wyoming. 
Many other concessions are made to farmers. All or 
some of the following are exempt in most states: live- 
stock, fertilizer, feed and seeds sold to farmers. Pro- 
fessor Ford has pointed out that the Michigan 
complexities and distinctions in classes of goods have 
really resulted in exempting the farmer. Poultry and 
livestock for sale and goods used by farmers in rais- 
ing crops are exempt but those used in producing for 
their own consumption are taxable. Furthermore, the 
law requires the farmer to keep complicated accounts 
of goods sold, whether sold to the processors or to 
consumers. Frequently several rules apply to the 
farmer and “as a result it is very difficult to collect the 
tax legally due the state government on sales to the 
farmers and on sales by farmers direct to consumers”’.”® 

Resale of farm machinery taken in exchange for 
new machinery otherwise taxed is exempt in South 
Dakota. Cotton seed is exempt in Alabama, Arkansas 
and Mississippi. 

Several states grant special exemptions for local 
industries. Ohio exempts “ships, gas-filled dirigibles, 
or vessels used in interstate commerce and repairs, 
fuel and lubricants therefor”. California exempts gold 
and silver bullion, aircraft and aircraft parts sold to the 
United States. Louisiana exempted ship chandlers’ 
supplies for use in coastwise and foreign commerce. 
North Carolina exempts sea food sold by fishermen. 
Kansas exempts sales of electricity, coal, gas, fuel oil 
for use in farming, processing, mining, drilling and 
refining. 


General Sales or Turnover Taxes 


The preceding discussion has been limited to retail 
sales taxes. States imposing more extensive sales 
taxes vary the rates according to the kind of business. 
Of the states imposing “general” sales taxes, North 
Carolina taxes sales at wholesale 1/20 of one per cent: 
Arizona taxes sales of manufacturers, poultry pro- 
ducers and meat packers 4 of one per cent. 

States imposing gross receipts taxes have long 
schedules of rates. Mississippi for example has al- 
most thirty categories, with rates varying from '% of 
one per cent for jobbers and feed manufacturers to 2 
per cent for transportation, certain utilities and pipe 
lines. New Mexico’s schedule ranges from % of one 
per cent for gas and electricity, if used for irrigation 
and manufacturing purposes, to 2 per cent for produc- 

19 Robert S. Ford and E. Fenton Shepard, op. cit., p. 24. 

The writers’ experiences during summers in Michigan would lead 


one to think that the farmer makes little pretense of collecting the 
tax on products sold to consumers. 
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ing oil and natural gas, and for amusements, income 
from professions, brokers and real estate commissions, 
and public utilities. 


Washington has a simpler schedule and lower rates. 
The minimum is 1/100 of one per cent of gross re- 
ceipts of purchasers of wheat, oats and barley; the 
maximum is % of one per cent for “miscellaneous 
business and professions.” 


West Virginia follows the pattern of a long schedule. 
Rates are generally higher than those of the other 
states. The minimum .39 per cent applies to manu- 
facturers, the maximum 7.8 per cent to producers of 
natural gas (over $5,000). In order to increase rev- 
enue in 1939 without disturbing the basic rates, the 
state imposed a surtax of 30 per cent of the normal 
tax on most businesses. Indiana has only three rates: 
4 of one per cent for retailers, 44 of one per cent for 
wholesalers and one per cent for all other business. 
Prior to 1942, Indiana retailers paid one per cent. 


Three states grant some exemption. Washington 
exempts those whose gross sales are less than $600 
fora bi-monthly period. Indiana grants an annual ex- 
emption of $3,000 for retailers and $1,000 for others. 
West Virginia permits a deduction of $25 in tax per year. 

South Dakota imposed a gross income tax from 1933 
to 1935 but changed to a retail sales tax. The gross 
income tax was a failure from the revenue point of 
view, partly because it was in effect during the period 
of drouth, grasshoppers, epidemics among the cattle 
and very low agricultural prices. It was a failure also 
because it required a voluntary tax from the agricul- 
tural population. On this point a state official wrote: 

“This is extremely impractical insofar as South Dakota 
agriculturalists are concerned as the great percentage of farm- 
ers do not and will not keep adequate sets of records on 
which a voluntary tax payment of this nature could be made. 
They much prefer to let the tax payment be automatic and 
the records and returns be made by another person. The 
1940 census revealed that 306,670 persons, slightly less than 
one-half the total population, lived on farms in South Dakota. 
It naturally follows that the enforcement of a gross income 
tax under these circumstances was extremely impractical as 
most farmers who have a small amount of tax to pay would 
be hard to contact and somewhat difficult to deal with on a 
business-like basis after they were contacted. The small tax 
which they would owe in each individual case would not seem 
to warrant the administrative costs in making the contact. 


In other words, from the standpoint of this type of adminis- 
tration, the cost of administration would be prohibitive.” ” 


Finally, much of the impact of this gross income 
tax fell on the retailers, many of whom were oper- 


ating at a loss. The law required payment of tax on 


gross income whether the business showed profit 
or loss. 





* Letter of Gordon Feldhaus, Deputy Director of Taxation, to 
the authors, December 19, 1941, 
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Administration 


In most states the retail sales tax is considered an 
excise on the privilege of engaging in business or sel]- 
ing; in six states the basis is the transaction, that is, 
the retail sale of tangible personal property, hence the 
merchant must collect the exact amount of tax from 
each purchaser. In either case the merchant is re- 
sponsible for the collection of the tax.2" In either case 


also the measure of the tax is gross proceeds of the 
business. 


Several states require the merchant to add the tax 
to the sale price, and forbid him to absorb the tax, 
Such mandatory provisions have been held invalid in 
California by the state Supreme Court and in Arizona 
and New Mexico by rulings of their attorneys general. 
If a merchant in Illinois or Indiana includes the tax in 
the sale price, he is responsible for paying the tax on 
the entire amount. At least four states permit the 
sales tax to be passed on to the consumer. 


Most states require all merchants to secure licenses; 
in fact, Indiana and Missouri seem to be the only ones 
that do not.” Six states require registration but exact 
no fee.2? License charges range from a minimum of 
$.50 annually (Iowa, North Dakota, South Dakota) to 
a maximum of $2.50 (Colorado). 
amount is $1.00.** 


The most common 


Michigan requires not only registration and a fee 
but, in certain cases, even a bond to insure sales tax 
payments. Anamendment in 1939 permitted the sales 
tax administrators to require surety bonds of not less 
than $1,000 nor more than $25,000 to be filed by a 
taxpayer who had previously failed to pay the tax due. 


In some states the auditing is a vast undertaking. 
In California there were 177,351 licensed taxpayers in 
1939 and 881,088 returns were audited in the year. In 
Illinois the number of returns received in 1938 was 
1,636,204; in Indiana, 433,148 (1939); in Michigan, 
1,033,927 (1939) ; in Ohio, 415,268 (1938) .?5 

The procedures of the states vary with respect to 
requirements for merchants’ reporting. Nine states ~ 
require the tax to be computed on total amount of 
charge and cash sales and reported on the return sub- 





21:On this point the Deputy Director of Taxation of South Dakota 
wrote December 19, 1941: ‘‘With the gross income tax as a back- 
ground, the retail sales tax has been on a more practical basis from 
the start and the fact that the retailer may pass the tax on to the 
consumer on all transactions has made it much more popular than 
the old gross income tax. In addition, the agricultural group pays 
the tax to the retailer when making a purchase and the retaile! 
is bound by the law to handle all the book-work relieving the 
farmer from what he considers an unbearable nuisance.’’ 

22 Indiana requires licenses from only those who pay the gross 
income tax. 

23 Alabama, Arkansas, Illinois, Kansas, Oklahoma, West Virginia. 

* Arizona, California, Michigan, Mississippi, New Mexico, North 
Carolina, Ohio, Washington. 

>The amount of tax paid per return in 1938 was $99.40 in Cali- 
fornia; $49.40 in Illinois; $46.10 in Indiana; $49.80 in Michigan: 
and $99 in Ohio (Ford, op. cit., p. 60). 

26 California, Iowa, North Carolina, North Dakota, Ohio, Okla- 
homa, South Dakota, Utah, West Virginia. 
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mitted immediately after the date of sale. Six require 
the tax to be computed on the amount of collections 
from such sales during the preceding taxing period.” 

As to installment and conditional sales, six require the 
tax to be computed on the selling price ** and nine on 
the collections in the period.?® Three*® allow the 
seller to report either according to selling price or 
collections. 

Only a few states allow the merchant any compen- 
sation for collecting the tax. The 1941 law of Illi- 
nois favors the sellers to a slight extent by specifying 
that the tax shall be 2 per cent of 98 per cent of gross 
receipts. In Michigan there is a flat exemption of 
$600 a year from gross sales, applicable at the rate of 
$50 a month." Arkansas permits the taxpayer to re- 
tain 2 per cent of the tax for prompt payment; Mis- 
souri, 3 per cent. 

Ohio allows the merchant to keep a percentage. 
Prepaid tax receipts in denominations of 1¢, 2¢ and 3¢ 
are sold to the merchant at a discount of 3 per cent; 
half of each receipt is to be given to the consumer. 
This state has also a novel method of inducing the con- 
sumer to request his receipt. If presented in amounts 
of $100 or more by charitable, fraternal or similar or- 
ganizations, the state will redeem them. The state 
administration justifies this contribution to such or- 
ganizations on the theory that it encourages enforce- 
ment of the law.*? 

Neither the Ohio nor the Michigan method of reim- 
bursing the merchant is satisfactory, according to 
Professor Ford. Costs to the merchant depend on the 
volume and type of business and are difficult to deter- 
mine. Furthermore, “in the long run these expenses 
are included in the costs of doing business and will be 
shifted to the consumer”. 


Many complexities serve to make the sales tax a 
difficult one to administer. The definition of a retail 
sale is not simple. Each exemption adds to the prob- 
lems. Personal services, exempt in most states, may 
complicate administration by being closely related to 
selling such is true, for example, of services rendered by 
beauty shops, automobile repair shops, optometrists, 
funeral directors, contractors and builders. 

An example of one difficulty is cited in the 1941 


amendment to the Colorado sales tax law. In the ex- 


changes of used goods for new ones, especially farm 


* Alabama, Colorado, Illinois, Indiana, Missouri, Wyoming. 

*S California, Ohio, Oklahoma, Utah, Washington, West Virginia. 
Alabama, Illinois, Indiana, Iowa, Missouri, North Carolina, 
North Dakota, South Dakota, Wyoming. 

‘Colorado, Kansas, New Mexico. 

‘Professor Ford advocates the elimination of this exemption 
because it does not reduce costs or otherwise simplify administra- 
tion. On the contrary, it reduces yield and probably results in 
evasion. Op. cit., pp. 39, 126. 
_™= This plan has at least two advantages: (1) it lessens evasion 
5ecause the only way the tax could be avoided would be by col- 
lusion between seller and buyer; (2) it permits the consumer to 


deduct the sales tax in computing federal income tax. (Ford, op. 
t. @ 325.5 
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machinery, tractors, trucks and automobiles, the sales 
tax might have been applied several times during the 
successive transactions. Therefore it was made to 
appear that the sale was from the owner of the used 
article to the next purchaser, thus eliminating the re- 
tailer. To prevent this evasion, the law was amended 
in 1941 to define the purchase price of the new article 
as exclusive of the value of the used article, provided 
the used article is to be sold later by the retailer. 

Several states include among their exemptions a 
category of “goods for resale” or for further process- 
ing. Some articles are easily classified. Others, how- 
ever, make administration complicated. Among such 
are goods purchased for use in offices and factories. 
Since 1935, Michigan has exempted goods used in in- 
dustrial processing or in agricultural production. By 
regulation this state now exempts sales of tools, dies, 
patterns, and machinery used in manufacturing, but 
taxes sales of tangible personal property which be- 
comes a part of a building, such as pipes and fixtures, 
and equipment and supplies used in the sales, pur- 
chasing and general administrative departments. 

Illinois, Iowa, Oklahoma, North Dakota restrict 
exemptions for industrial processing to raw materials 
used in producing finished articles for resale. Ohio, 
which is not so strict, exempts equipment used by the 
retailer including cash registers and show cases. 

Another type of goods difficult to classify is the 
container. Examples are bags, cans, barrels, or paper 
and twine. In some cases these containers are used 
by the purchaser; in others, discarded; in others, re- 
turned to the seller. State laws vary in their policies 
of taxing such articles. 


Cost of Administration 


Six states designate the maximum percentage of 
the proceeds that shall be expended for administering 
the sales tax. The amounts and percentages vary 
somewhat, but the most common percentage, 3, is that 
of Arkansas, California, Kansas and Oklahoma. New 
Mexico specifies 4 per cent ; Colorado, 5 per cent. This 
limitation is not so common as formerly. In 1933 the 
California and North Carolina laws specified that 2 per 
cent of the proceeds be used for administration ; South 
Dakota, 2.2 per cent; lowa, Oklahoma and New Mex- 
ico, 3 per cent; and Arizona, 4 per cent. Until 1939 
Wyoming permitted 5 per cent of the proceeds to be 
used for administration; then the law specified that 
the amount used should be what was necessary. In 
1941 the legislature appropriated $140,000 for the 
biennium 1941-1943. North Dakota specified 3 per 
cent for administration until 1939. The Washington 
law at one time allocated $450,000 for the biennium. 
In 1940 Louisiana was the only state that specified a 
definite amount—not to exceed $400,000 per annum. 
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The present laws of Ohio, Kansas, Alabama, Arizona, 
and California state that administrative costs or “the 
necessary amount” shall be deducted from the receipts. 

As with state income and other taxes, costs of col- 
lection cannot always be ascertained because often 
several taxes are administered by the same officers 
and separate accounting is not made. 
dence available, costs of collection 
greatly. 


From the evi- 
seem to vary 
(See Table 1.) West Virginia may be cited 
In 1937 the cost of col- 
lecting the gross sales tax was .796 per cent of the 
yield ; in 1938, .58 per cent, in 1940 and 1941, “less than 
one per cent.” ** 


as one with very low costs. 


In other states costs range from 
2 per cent to 5 per cent. Besides having an inclu- 
sive base and some high rates which make for large 
yields and low percentage costs, the state of West 
Virginia has an advantage also in that the law has 
been in effect many years, hence the auditors know 
within a small percentage what each class of business 
within the state should pay. If the returns show that 
amount of tax due is less than the normal for that 
kind of business, an investigation is ordered. This 
includes an audit of the taxpayer’s books as well as 
a periodical check on daily sales and a comparison 
with the federal income tax return. 
26 field deputies and 12 auditors. 


The staff includes 


Table 1 
Sales and Use Taxes 


Costs of Collection, 1940’ 


Administrative Per Cent of 


State Costs Receipts 
(In thousands) 

\rizona $ 161.3 4 
Arkansas 170.3 3 
California 2,558.0 2.52 
Colorado 5? 
Illinois 1,788.1 1.9 
Indiana 439.8 25 
Iowa 200.1 2 
Kansas 3* 
Louisiana 400.0 * 
Michigan 1,052.54 1.74 
Mississippi 27.01 4.01 
Missouri 480.0 1.98 
New Mexico 4? 
North Dakota 54.37 1.7 
( Yhio 3 ’ 
Oklahoma 192.5" 1.9 
South Dakota 2.6 
Utah 92.06 2.18 
Washington 445.06 * 1.545 
West Virginia 
Wyoming 63.5 ° i 


1 Data from state laws and reports and letters of officials. 

? Maximum set by law. 

8’ Approximate. 

* Estimate based on cost of Sales Tax Division plus share of Gen- 
eral Enforcement Division. 

5 Includes sales, public utility, liquor, admissions and use taxes. 

® Less than 1%. 

7 Includes income tax. 


33 Letter of H. G. Williamson, Research Assistant of the State Tax 
Commissioner, to the authors, Dec. 31, 1941. 
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California also has had low administration costs: 
in 1937 about 1.5 per cent of collections; in 1940, about 
2.52 per cent. The counties of the state are grouped 
into 13 districts each in charge of an administrator, 
a certified public accountant, who has definite re- 
sponsibility for locating retailers and checking their 
licenses. The state of Washington administered taxes 
on retail sales, business, public utilities, cigarettes, 
liquor, and admissions at a cost of 1.54 per cent of 
collections for the fiscal year ending April 30, 1940. 

The costs for the gross income tax and store license 
in Indiana for 1934-1940 are shown in Table 2. 


Table 2’ 
Indiana Gross Income Tax 
Cost of Collection 
Fiscal year 


Amount Per cent of receipts 


1934 $377,275 3.63 
1935 488,173 3.58 
1936 534,685 i238 
1937 602,472 2.93 
1938 769,241 3.44 
1939 737,409 3.69 
1940 673,239 2.86 





1 Indiana Department of Treasury, Tax Facts Review. October, 
1940, pp. 46-47. 


Effectiveness of administration is difficult to analyze. 
One of the most complete studies of this problem is 
that by Robert S. Ford and E. Fenton Shepard of the 
retail sales taxes of Michigan and four other compara- 
ble states, California, Illinois, Indiana and Ohio. 
They conclude: 


“Relative efficiency in sales tax administration is very diffi- 
cult to determine because of the complexity of the economic 
factors affecting sales tax productivity and the differences in 
the rate of the tax, the scope of the tax base, and the exemp- 
tions allowed. Furthermore, it would be difficult to agree 
as to what constitutes administrative efficiency. That the 
percentage costs of administration are small is not conclusive 
as to efficiency. Certain it is that a tax is not efficiently 
administered unless the state collects, with a fair degree of 
equity among taxpayers, approximately the full amount of 
tax legally due the state. In view of the complex problems 
involved in sales tax administration, it might be reasonable 
to think that higher costs will, within limits, reflect more effi- 
cient administration. This seems especially true with respect 
to the number employed in auditing taxpayers’ accounts. The 
large revenues from the California sales tax are probably 
caused, in no small measure, by the fact that California 
employs a larger number of persons in sales tax administra- 
tion, particularly in the field, than do the other states.” ™ 


Professor Ford shows conclusively that the sales 
tax is not so simple to administer as some have con- 
tended. An adequate staff of auditors and field men 
is necessary to check compliance with the law. The 
necessary regulations and rules are complex and 
numerous. Each exemption from the law serves to 
complicate administration. Even though the Michi- 
gan law has been in effect for seven years it is not 
yet considered in satisfactory form. 





% Ford, op. cit., p. 62. 


Ma 






































1 
con 
the 
tail 
trat 


ma 
alli 
jur 
fro 


“t] 
Ta 
cit 


ex 


SO 
Ni 
N 
th 
in 





March, 1942 








Complications Caused by Federal Excises 


The Revenue Act of 1941 imposed many excises on 
consumers’ goods, some of which are collected from 
the manufacturer, some from the retailer. These re- 
tail taxes have added complications to the adminis- 
tration of state sales taxes. 

Except in New York City, federal taxes paid by the 
manufacturer on goods sold to retailers are not 
allowed as deductions for retail sales tax base in any 
jurisdiction. In this city such taxes must be separated 
from other charges to the retailer. 


If the manufacturer sells directly to the consumer, 
“the situation is not so clear,” according to the State 
Tax Review.** The following eleven states and two 
cities have announced that in such cases the federal 
excise may be excluded, if the tax is separately in- 
voiced: Arkansas, Illinois, Kansas, Michigan, Mis- 
souri, West Virginia, New Mexico, North Carolina, 
North Dakota, Oklahoma, South Dakota, Wyoming, 
New Orleans and New York City. On the other hand, 
the following states require that the federal tax be 
included in the tax base in such situations: Alabama, 
Arizona, California, Colorado, Indiana, Mississippi, 
Utah and Washington. 

Twenty-two jurisdictions have issued rulings on 
the treatment of the 10 per cent federal tax on retail 
sales of jewelry, furs and toilet preparations. Three 
(California, Indiana and Utah) have held that these 
excises must be included in the basis for state taxes. 
In the others the federal tax need not be included in 
the base upon which state sales taxes are computed. 


In connection with the New York City decision to 
exclude the federal excise tax in computing city sales 
taxes, one tax service comments: 


“The new regulation may be a blessing to the consumer, 
but to the retailer it promises to be just another headache. 
The latter is already doing a lot of bookkeeping as a gratui- 
tous collection agent for the city, and he will do a lot more 
if he attempts to compute sales taxes on net prices under 
the new rule. In the case of the federal taxes based upon the 
retail price the problem is simple, involving only a separate 
item on the sales slip or bill. But, where the tax was paid 
by a manufacturer with whom the retailer may have had no 
(direct dealings, the latter may be wholly unable to ascertain 
the manufacturer’s price and the amount of federal tax based 
thereon, even assuming that he is willing to go to the trouble 
of finding out.” * 


Use Taxes 


Among the most important recent developments 
fecting the administration of sales taxes are: (1) the 
introduction and judicial validation of supplementary 
use and storage taxes, and (2) the new series of 
Supreme Court decisions making feasible the taxation 
of many sales whose taxation was formerly held to 


* October 13, 1941 (Commerce Clearing House, State Tax Services). 


* Prentice Hall, State and Local Tax, Report Bul. No, 16, October 
14, 1941, 
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be an infringement of the commerce clause of the 
Constitution or of the clause prohibiting or limiting 
the state imposition of import duties. 


Exemption from the sales tax of goods that had 
been bought in another state not only lessened state 
revenues but increased opposition of local merchants 
to the sales tax. Merchants without connections in 
non-sales tax states were at a disadvantage compared 
with those who had connections. The states were 
faced with several difficulties in meeting this situation. 
Most important was the provision of the United States 
Constitution that Congress shall have power to regu- 
late commerce among the states. This had long been 
construed as meaning that the states could not tax 
interstate transactions. 

In 1934 a group of states appealed to Congress for 
legislative remedy. Senator Harrison, Chairman of 
the Finance Committee, introduced a measure to per- 
mit a state to levy a sales tax on certain interstate sales. 
The bill was passed by the Senate but was not voted 
on in the House.** 


Despite this failure to secure legislation, four states 
in 1935 and one in 1936 tried the device of imposing 
the levy on the use, storage or consumption of the 
property. This procedure had been followed in regard 
to imports of gasoline in certain states since about 
1930. In 1937 the use tax of the State of Washington 
was validated by the United States Supreme Court.** 
Other states followed the precedents established and 
at present all but six sales tax states impose a use tax.*® 


Use taxes are somewhat similar in form in all states. 
They are imposed on the use, storage, or consumption 
of tangible personal property that would be subject 
to the sales tax if bought in the state. In Michigan 
it was imposed also on sales of electricity by munici- 
pally-owned electric plants which were formerly ex- 
empt from the sales tax.*° Colorado applied the tax 
to radio stations which make contracts with out-of-state 
authors for continuous possession or use of radio 
scripts. Almost all states, either by law or regulation, 
exempt personal property brought into the state by 
non-residents for personal, non-business purposes. 

Obviously such a tax can be easily evaded in many 
cases ; hence most states realize that it can be enforced 
effectively only with respect to goods that cannot be 
easily concealed when brought into the state, for ex- 
ample, automobiles and gasoline. Recognizing this 
situation certain states exempt purchases of small 
amounts. Oklahoma allows a monthly exemption of 
$100; Washington, $50 bi-monthly; Kansas, $20 a 





37 73d Congress, Second Session, S. 2897. 

33 Henneford v. Silas Mason, 300 U.S. 577. 

%° Arizona, Arkansas, Illinois, Indiana, Missouri and West Vir- 
ginia. Illinois, however, imposes a special fee of $15 for investi- 
gating the title to an automobile purchased outside the state. 

#In February, 1940, the Michigan Supreme Court upheld the 
application of the sales tax to all municipal utilities. 
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month; North Dakota, $50 a quarter; Mississippi, $50 
a month or $300 a year. In support of this large ex- 
emption the Director of Research of Oklahoma stated: 


“The conscientious tax administrator must indeed shudder 
to contemplate the enforcement of a use tax without a reason- 
able exemption. The tax collector already has two strikes 
on him, and if he were required to enforce a tax with as high 
a nuisance value as the use tax, without an exemption, he 
would soon be in the position of the man who caught the bear 
by the tail and couldn’t turn loose. One advantage a sub- 
stantial use tax exemption gives tax administrators is that 
it takes us out of bear country. 


“We find that, under the liberal $100 exemption allowed by 
law, most of the smaller articles of commerce can squeeze 
through, the principal objects remaining subject to tax in the 
hands of individuals for their personal use or enjoyment being 
hardware goods, machinery (farm and otherwise), musical 
instruments such as radios and pianos, and furniture. Farm 
machinery, if motorized, is subject to our 2% motor vehicle 
tax in the same manner as automobiles and other motor 
vehicles. These have to be registered and licensed, so the 
collection of the tax is considerably simplified.” ” 


The State of Iowa, however, has adopted a policy 
that is very dissimilar. It endeavors to collect the 





LL. D. Melton, ‘‘Administration of the Use Tax in Oklahoma,”’ 
Proceedings, National Tax Association, 1939, p. 259. Referring to 
the exemption of Oklahoma, Professor L. L. Waters wrote: ‘‘This 
had the effect of limiting the tax to the large taxpayers. At the 
same time it had the effect of eliminating much of the protection 
offered to local business interests. With the exception of unusually 
large purchases by individuals for consumptive purposes the source 
of the tax became chiefly business houses. Use Taxes and Their 
Legal and Economic Background, p. 50. 
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tax on all purchases made through mail order houses 
and seems to be doing it successfully. 

The use tax has been criticized as a serious hin- 
drance to interstate commerce, one of the numerous 
methods adopted in recent years to set up tariff walls 
between the states. It has been characterized as 
offering “tremendous possibilities to create trade bar- 
riers that will be just as destructive to business in the 
United States as those which exist between the vari- 
ous countries of the world have proved to be.” #? 

On the other hand this tax has been validated by 
the court and justified by numerous administrators 
and economists. Professor Traynor wrote: 


“The commerce clause of the federal constitution has served 
the development of interstate commerce long and well. The 
security of commerce is now as firmly established as the 
unity of the nation. The tables are now turned, with 
domestic commerce in the less secure position. The solution 
is not too grant special privileges to local business but to 
remove special privileges from interstate business.” “ 


Professor Waters of the University of Kansas 
pointed out that 


“use taxes followed the inequality that attended sales taxes 
and were designed to restore equality. Use taxes do 
not represent a discriminatory obstruction and they bear upon 
interstate commerce only as a sales tax rests upon interstate 
commerce.” * 


The validation of these taxes by the United States 
Supreme Court resulted in a series of decisions that 
merit more than passing reference. But studies of 
use taxes have been made by others and can be only 
briefly noted here.*® 

Other contemporaneous and parallel decisions and 
developments with respect to sales and related taxes 
now make it appear, however, that it may no longer 
he necessary for states to employ use taxes to reach 
goods brought in from other states. Two cases will 
be cited, one involving the New York City tax on 
tangible personal property from outside the city, the 
other the Iowa tax on goods purchased through mail 
order houses. [To be concluded] 

* * * 

“TI cannot agree with the superficially logical view 
that state and local taxes should be reduced in order 
to make it easier for taxpayers to bear the burden of 
increased federal taxes. It is natural for taxpayers 
to attempt to avoid a reduction in their standard of 
living, but taxes will not serve the essential purpose 
of helping to divert resources to defense production 
unless consumer expenditures are sharply reduced.’ 


Marriner Eccles, St. Paul, Oct. 14, 1941. 








42 Fred I. Kent, ‘‘Effect of Trade Wars upon Our Economic Life.”’ 
Proceedings, National Conference on Interstate Trade Barriers. 
1939, p. 53. 

43 Roger J. Traynor, ‘‘The California Use Tax,’’ California Lai 
Review, 24:175 (1936). 

4 LL. L. Waters, Use Taxes and Their Legal and Economic Back- 
ground, Kansas Studies in Business, No. 19, 1940, pp. 86-87. 

45 Maurice Criz, The Use Tax, Public Administration Service, 19+!; 
L. L. Waters, op. cit.; R. J. Traynor, op. cit. and *‘Tax Decisions 
of the Supreme Court,’’ Proceedings National Tax Association, 193°. 





TALKING SHOP 


Lewis Gluick, C. P. A., Shoptalker 


Cases 


We quote from the Wilson Bros. case decided by the 
Ninth Circuit Court of Appeals on December 20, 1941 
(42-1 ustc J 9177) : 


“It may have been obvious to the Board that the situation 
required the application of the negligence penalty, but it is far 
from being obvious to us. The government concedes the lack 
of a specific finding on the subject, but makes no suggestion 
as to what the proper finding should be. On the basis of the 
record, we have not been able to discover any understatement 
of tax attributable to negligence.” 


The Board, in its memorandum decision (403 CCH 
{ 7327-A), had commented on the remarkable way in 
which the petitioner kept its books. 

From the Todd Johnson case, decided by the U. S. 
District Court for Southern California on November 
29, 1941 (42-1 ustc J 9180), we quote from the plain- 
tiff’s testimony : 


“When I left the Government service in 1929 . I had 
only one piece of business, which was to appraise a large estate 
for federal estate tax . . . purposes. Along the first part of 
1930 I had fairly well finished the appraisement and found 
myself in the position of having just the one client and no 
others. I endeavored to contact attorneys and bankers with 
whom I had casual acquaintances through my work in the 
Government service, and found that I either couldn’t get an 
appointment with them or if I did get one, they didn’t seem 
to have any particular interest in what I had to talk about, 
which was my qualifications for assisting them in tax matters. 
It became apparent to me that I would have to find some 
means of obtaining their interest by getting better acquainted 
with them. I found that at least 50% or more of the attorneys 
and bankers with whom I wished to make contact were mem- 
bers of the Los Angeles Country Club. I therefore determined 
that I would join that club . . . I did this, and from that time 
until after 1935, I believe that every time that I went out to 
the club I had some particular idea in mind as to whom .. . 
I would attempt to become friendly with while I was there. 
[ believe I can truthfully say that what success I have had 


in the legal business has been largely due to my joining the 
country club.” 

It appears that Johnson did not enjoy playing golf. 

For a chunk of human interest too big to quote, see 
the case of Rosenthal, CCA-2, December 30, 1941 (42-1 
ustc 9182). The taxpayer made some bad-debt loans 
to his wife’s brothers. 

From the facts in the case of Carroll-McCreary Co., 
same court, same date (42-1 ustc § 9183) we quote: 
“The Board said that the statement in its opinion [see 


413 CCH { 7083-1], ‘Decision will be entered under Rule 50’ 
was inadvertent and should have been ‘Decision will be en- 


tered for respondent’. 

The court reversed the Board. 

From the Fischbeck case, Court of Claims, January 
5, 1942 (42-1 usrc § 9187), “. this company started 
manufacturing this soap in the 1800’s, and . . . they 
have used practically the same wrapper ever since.” 


The State of Texas was held to be a preferred tax 
creditor by its Gregg County Court last March 15 
(41-1 ustc § 9410). But the Appellate Court on 
December 22, 1941, said “Nix!” (42-1 ustc J 9162). 

We quote from the Engineers’ Club of Philadelphia 
decision of the Court of Claims on February 2 (42-1 
ustc § 9255): 

“Were this a court of last resort, I should be inclined to say 
that the plaintiff had a right to rely on our former decision 
and would be excused from complying with a regulation we 
had held to be inyalid. But this is not a court of last resort. 
Other courts may disagree with our view of the law, and 
sometimes do. They are not bound thereby. They may decide 
an identical issue in precisely the opposite way, and no one 
has a right to complain that they did not follow our decision. 
The Treasury Department is not bound by our decisions. 
It has the right in other cases to persist in its view of the law 
and to undertake to have its views sustained by other courts. 
It has the right to persist in its view until it is finally rejected 
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by the Supreme Court. It has the right to come back before 
us and undertake to demonstrate to us that we were wrong 
in our prior decision. And, convinced of our error, it is our 
plain duty to correct it.” 


Is There a Minister in the Shop? 


A “not-quite-constant-reader” in Durant, Oklahoma 
writes: 


“Tt think your observations in areas they don’t ex- 
pect to be touched in the usual content of a tax 
magazine breaks through the ‘ho-hum’ of your readers 
and is what makes your columns such a distinct 
value.” We take a blushing bow on that, and resume 
the quote: “A sermonette touching on taxes and 
their influence on history would be interesting.” Any 
historian want to tackle that one? 


The point he seems to be making is that due to a 
sort of poll tax, Jesus Christ was born in Bethlehem, 
and so eternally refuted the ancient gibe, “Can any- 
thing good come out of Nazareth?’. (John 1:46.) 


Buy Defense Stamps and Bonds 


It has been, and will continue to be, a rule of this 
Shop to bar all poetry, especially our own. But we 
are making one of our rare exceptions in favor of 
some jingles the Shoptalker composed to help a vital 
cause. Dust off the old music album for the tune and 
then sing: 

I can build a submarine, make it run, 
Though I’m only a dime. 

| can help to fight the war until its won; 
Brother, can you spare a dime? 

[ can send an airplane towards the sun, 
Build forts with brick and with lime; 

I can give a gun to every son 

And help them get ’em in time. 

I can buy a million little things 

That add to many a ton; 

[ can banish tyrants and phony kings; 
Sister, can you spare a dime? 


Personal Doings 


The last week in January we spent a couple of days 
in Madison, Wisconsin. We called briefly on Fay 
Elwell, CPA. On February 4, we talked to the Lions 
Club of Two Rivers, Wisconsin. Same old topic- 
“Things You Never Knew About the Navy.” 


Don’t Ask Us 


Upon numerous occasions we have remarked that 
the best part of keeping the SHOP is the contacts we 
make. We have had correspondence with scores of 
people we have never met; and one of the chief joys 
of going to conventions is having people greet us 
with: “So you’re the Shoptalker!” But in the last 
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year and a half, we have had more inquiries from 
strangers than ever before, regarding the Navy; and 
since December 7 they have become too numerous for 
comfort. Hence, we are giving a blanket answer here: 
and request that no more questions of like nature be 
sent us. We just do not have time to answer them. 
If you want to join the Navy (or the Marine Corps 
which is always a part of the Navy), look in your 
phone book for the nearest Navy activity. If it is not 
a recruiting station, you can get information as to 
where the nearest one is; or the address of the Naval 
District Headquarters. If you seek a commission as 
an officer, contact must be made with District Head- 
quarters. No matter what you want, you will get 
nowhere without a birth certificate; and for a com- 
mission, you need a transcript of your college course. 


If you do not want to be in the uniformed service, 
but seek work as a civilian, any postmaster can give 
vou the address of the nearest office of the Civil Serv- 
ice Commission; and usually a lot of other valuable 
information. Larger post offices have a clerk spe- 
cializing in civil service information. 

If you are so far from any Navy activity that you 
cannot readily make contact, write to the Navy De- 
partment, Bureau of Navigation, for full particulars. 
Note, however, that in time of war, the Coast Guard, 
normally a Treasury Department activity, is made part 
of the Navy. 
Guard stations. 


Scores of communities have Coast 


The Civil Service needs accountants in all branches. 
Excepting in Internal Revenue, “taxperts” are not 
needed. 


If you can’t join the Navy, help support it. Buy 
Defense Bonds! 


k 


The following editorial originated in the Milwaukee 
Journal on December 21: 


“Poll taxes still occasion considerable discussion in this 
country. Tax experts damn them. Those who feel that 
democracy is violated by any tax which ignores “ability to 
pay” rail against them. Yet they continue and, because the) 
continue, the arguments against them go on. 

“How important are these taxes these days? 

“The answer is this: They are so trivial that dropping them 
entirely would be a simple thing. In only ten states does the 
state government still collect a poll tax. The total yield for 
all ten was $6,842,000 in 1940. Connecticut collected $2,225,000 
of this. No other state collected anything like as much. Yet 
the Connecticut collections represented only 5% of the state’s 
revenues. It would be an easy matter to do away with the 
tax, collecting an equivalent sum by a slight adjustment in 
one or more other taxes. 


“Why don’t these ten states, if only to stop argument, drop 
their poll taxes? They wouldn’t miss them and one cause oi 
tax indignation would be gone—except historically.” 


That editorial leaves the reader feeling that a poll 
tax is a pole cat. 
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Students’ Department 


The following question was given by the Illinois 
Board of Examiners in Accountancy on November 13, 
1941: 

“No. 2 (8 points) 

“\ manufacturing concern, finding a certain machine inade- 
quate to meet increasing demands, replaces it with a machine 
of greater productive capacity, receiving a trade-in allowance 
of one-half the cost of the old machine against the purchase 
price of the new machine. Although used only two years, the 
replaced machine had an estimated useful life of ten years 
when installed and no estimated salvage value. 

“(a) How would you treat the transaction in the prepa- 
ration of the client’s federal income tax return? 


“(b) Would you recommend that the transaction be similarly 
treated in the accounts? Discuss.” 


The following answer was prepared by a member 
of the staff of LaSalle Extension University : 


“No. 2 


“(a) The excess of the book value of the old machine over 
the amount allowed for it as a trade-in should be treated as a 
part of the basis for determining gain or loss on the new 
machine. For federal income tax purposes, no gain or loss 
is recognized upon the exchange of property held for pro- 
ductive use, solely for property of a like kind to be held for 
productive use. 


“(b) In the accounts the transaction should be analyzed 
to determine the book gain or loss as illustrated by the fol- 
lowing entries assuming the old machine was purchased Janu- 
ary 1, 1939, at a cost of $10,000 and assuming the use of the 
straight-line method of depreciation. 


“Dec. 31, 1939— 


Machinery $15,000 
Reserve for depreciation, machinery 2,000 
Loss on trade in of machinery 3,000 
Machinery : $10,000 
Cash 10,000 
To record purchase of new machine 
Cost fi $15,000 
Less trade-in allowance 5,000 
$10,000 
Book value of old machine $ 8,000 
Allowance 5,000 
Loss $ 3,000 


“The general accounting principle involved is that the loss 
on the disposition of the old machine does not add to the 
value of the new. In strict theory, it is a surplus adjustment 
but in accord with the current tendency to avoid direct charges 
to Surplus, it would be practicable to show it under “other 
charges” or the income statement. Complete statistical rec- 
ords should be maintained for use in reconciling the net 
income for tax purposes and that shown on the books.” 

* * * 

The following question was given in those states 

using the American Institute of Accountants exami- 


nations on November 13, 1941: 


‘No. 1 (12 points) 

A depreciation schedule for auto trucks of the Way Mfg. 
Co. was requested by an income tax revenue agent soon after 
December 31, 1940, showing the additions, retirements, depre- 
ciation, and other data affecting the taxable income of the 
company in the four-year period 1937 to 1940, inclusive. The 
following data were ascertained: 
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Balance of auto trucks account Jan. 1, 1937: 


Truck No. 1 purchased Jan. 1, 1934, cost... $2,000 
Truck No. 2 purchased July 1, 1934, cost 1,800 
Truck No. 3 purchased Jan. 1, 1936, cost 1,200 
Truck No. 4 purchased July 1, 1936, cost... 1,000 
Balance Jan. 1, 1937.. . $6,000 


The auto trucks depreciation reserve account previously 
adjusted by a revenue agent to January 1, 1937, and duly 
entered in the ledger, had a balance on that date of $2,440 
being depreciation on the four trucks from the respective dates 
of purchase, based on a five-year life. No charges had been 
made against the reserve prior to January 1, 1937. 

Transactions between January 1, 1937, and December 31, 
1940, and their record in the ledger were as follows: 

July 1, 1937. Truck No. 1 was sold for $600 cash; entry deb- 
ited cash and credited auto trucks, $600. 

January 1, 1938. Truck No. 3 was traded for a larger one 
(No. 5), the agreed purchase price of which was $1,600. 
The Way Mfg. Co. paid the automobile dealer $780 cash 
on the transaction. The entry was a debit to auto trucks 
and a credit to cash, $780. 

July 1, 1939. Truck No. 4 was damaged in a wreck to such an 
extent that it was sold as junk for $50 cash. Way Mfg. Co. 
received $300 from the insurance company. The entry made 
by the bookkeeper was a debit to cash, $350 and credits to 
miscellaneous income $50 and auto trucks $300. 

July 1, 1939. A new truck (No. 6) was acquired for $1,200 
cash and was charged at that amount to the auto trucks 
account. 

Entries for depreciation had been made at the close of each 
year as follows: 1937, $1,200; 1938, $1,076; 1939, $1,076; 1940, 
$1,246. 

(a) For each of the four years calculate separately the 
increase or decrease in net profits arising from the company’s 
errors in determining or entering depreciation or in recording 
transactions affecting trucks, ignoring any effect that income 
tax regulations concerning gain or loss on trade-ins may have 
on the profits. 

(b) Prove your work by one compound journal entry as of 
December 31, 1940, the adjustment of the auto trucks account 
to reflect the correct balances as revealed by the income-tax 
schedule, assuming the books have not been closed for 1940.” 


Solution to part (b), by H. P. Baumann, CPA, is as 
follows: 
“(b) Compound journal entry—December 31, 1940 


Reserve for depreciation—trucks... $5,718 

Trucks re Oe ee ee $4,280 

Surplus (December 31, 1939)... 752 

Profit and loss (depreciation of trucks, 1940) 686 
To adjust balances in above accounts as shown 
by summary below: 

Adjustment 
Per As 
Books Adjusted Dr. and Cr. 
Trucks $7,080 $2,800 $4,280* 











Reserve for depre- 
ciation 





$7,038 $1,320 $5,718 

















Surplus, Dec. 31, 














1939: 
P & L 1937 $1,200 $1,000 $ 200* 
P & L 1938 1,076 780 296* 
P & L 1939 1,026 770 256* 
Totals $3,302 $2,550 $ 752 
Profit and loss 1940 $1,246 $ 560 $ 686* 

















Solution to part (a) is too lengthy for reproduction 
here. It may be found on page 90 of the January, 
1942, Journal of Accountancy. 





* Red. 
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ALABAMA 
April 1—— 
Automobile dealers’ reports due. 
Franchise tax due (delinquent 
days). 
April 10 
Automobile dealers’ reports due. 
Last day to file bank income tax returns. 
Oil and gas conservation tax due. 
Reports due from wholesalers, distributors 
and retailers of alcoholic beverages. 
Tobacco use tax reports and payment due. 
April 15—— 
Carriers’, warehouses’ and _ transporters’ 
gasoline tax reports due. 
Carriers’, warehouses’ and_ transporters’ 
lubricating oils tax reports due. 
Motor carriers’ mileage reports and taxes 
due. 
April 20—— 
Automobile dealers’ reports due. 
Coal and iron ore mining tax and reports 
due. 
Gasoline tax reports and payment due. 
Lubricating oils tax and reports due. 
Motor fuel tax reports and payment due. 
Sales tax and reports due, including small 
taxpayers. 
Use tax reports and payment due. 


within 30 








ARIZONA 
April 1 
Mining corporation reports due. 
April 5—— 


Alcoholic beverage licensee’s reports due. 
April 15—— 

Gasoline tax and reports due. 

Gross income tax and reports due. 

Motor carriers’ reports and tax due. 
April 25—— 

Motor fuel carriers’ reports due. 


ARKANSAS 
April 10—— 
Alcoholic beverage reports and tax due. 
Motor fuel carriers’ reports due. 
Natural resources severance tax and re- 
ports due. 
Property tax returns due. 
Statement of purchases of 
sources due. 
April 20—— 
Gross receipts tax and reports due. 
Motor fuel tax and reports due. 
April—Third Monday 
Bank share tax installment due. 
Property tax installment due. 


natural re- 





CALIFORNIA 
April i—— 
Gasoline tax due. 
Insurance company premiums tax reports 
due. 
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April 15—— 
Distilled spirits tax and reports due. 
Gasoline tax reports due. 
Personal income tax returns and first in- 
stallment of tax due. 
Private car tax reports due. 
Sales tax and reports due. 
Use fuel tax and reports due. 
Use tax and reports due. 
April 20—— 
Beer and wine tax and reports due. 
Motor carriers’ gross receipts tax due. 


COLORADO 
April 5—— 
Motor carriers’ tax due. 
April 10—— 


Motor carriers reports due. 
Wholesale dealers’ alcoholic beverage re- 
ports due. 
April 14 
Sales tax and reports due. 
Use tax and reports due. 
April 15—— 
Coal mine owners’ reports due. 
Coal tonnage tax and reports due. 
Income tax return and first instailment of 
tax due. 
Service tax and reports due. 
April 25—— 
Gasoline tax and reports due. 
April 30—— 
Last day to pay property tax in one in- 
stallment without penalty. 





CONNECTICUT 
April 1—— 
Cable, car, express, telegraph and tele- 
phone corporation tax returns due. 
Foreign insurance company premiums tax 
due. 
Gasoline tax due. 
Income (franchise) tax and returns due. 
April 15—— 
Gasoline tax reports due. 
April 20—— 
Alcoholic beverage tax and reports due. 


DELAWARE 
April 1 
Franchise tax due and payable until July 1. 
Motor vehicle registration fees due. 
Railroad tax installment due. 
April 15—— 
Alcoholic beverage manufacturers’ and im- 
porters’ reports due. 
Filling station gasoline tax reports due. 
April 30 
Carriers’ gasoline reports due. 
Distributors’ gasoline tax and reports due. 
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DISTRICT OF COLUMBIA 
April 10—— 
Alcoholic beverage manufacturers’, whole- 
salers’ and retailers’ reports due. 
Beer manufacturers’ and wholesalers’ re 
ports due, 
April 15—— 
Beer tax due. 
Income tax returns and first tax install 
ment due. 
April 25—— 
Gasoline tax and reports due. 





FLORIDA 
April 1—— 
Property tax (including intangibles) re- 
turns due. 
April 10 


Manufacturers’ and dealers’ alcoholic bev 

erage reports due. 
April 15—— 

Carriers’ gasoline tax reports due. 

Gasoline tax and reports due. 

Motor vehicle fuel use tax and reports due. 

Transporters’ and carriers’ alcoholic bev- 
erage reports due. 


GEORGIA 

April 10—— 

Automobile dealers’ reports due. 

Tobacco wholesalers’ reports due. 
April 15—— 

Malt beverage tax and reports due. 
April 20—— 

Gasoline tax and reports due. 


IDAHO 
April 9—— 
Motor carriers’ monthly gross revenue re- 
ports due. 
April 10—— 
Beer dealers’ reports due. 
April 15—— 
Electric power company tax and reports 
due. 
Gasoline tax and reports due. 
Motor carriers’ gross receipts tax—quar- 
terly installment—due. 


ILLINOIS 
April 1—— 
Lien of real property tax attaches. 
April 10—— 
Motor carriers’ mileage tax due. 
April 15—— 
Cigarette tax returns due. 
Last day to make alcoholic beverage re 
ports. 
Public utility tax and reports due. 
Sales tax and reports due. 
Warehousemen’s reports on alcoholic bev- 
erages due. 
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Apri! 20—— 

Gasoline tax and reports due. 

Oil production tax and reports due. 
April 30—— 

Transporters’ gasoline tax reports due. 


INDIANA 
April 1—— 
Foreign bridge and ferry company prop- 
erty tax returns due. 
April 15—— 
Bank and trust company intangibles tax 
reports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Gross income tax and reports due. 
April 20—— 
Bank and trust company intangibles tax 
due, 
Bank share tax due. 
Building and loan asssociations’ 
gibles tax and reports due. 
April 25—— 
Gasoline tax and reports due. 


intan- 


IOWA 
April 1—— 
Last day for assessment and report of 
bank share tax. 
Last day to make property tax returns. 
Motor carrier’s additional tax due. 
Pipe line company property tax reports 
due. 
Property tax (first installment) delinquent. 
Railroad property tax reports due. 
April 10 
Carriers’ gasoline tax reports due. 
Class A permittees’ beer tax and reports 
due. 
April 20———_ 
Gasoline tax and reports due. 
Sales tax and reports due. 
Use tax and reports due. 





KANSAS 

April 10—— 

Malt beverage tax and reports due. 

April 15—— 

Carriers’ gasoline tax reports due. 

Compensating tax and reports due. 

Income tax return and first installment of 
tax due. 

Motor carriers’ gross ton mileage tax and 
reports due. 

April 20. 
Motor carriers’ property tax returns due. 
Sales tax and reports due. 

April 25—— 

Gasoline tax and reports due. 





KENTUCKY 
April 10—— 
Aleoholic beverage reports due. 
Amusement and entertainment tax and re- 
ports due. 
Cigarette tax reports due. 
Refiners’ und importers’ gasoline tax re- 
ports due. 
April 15—— 
Corporation license tax reports due. 
income tax returns and first tax install- 
ment due. 
Motor vehicle fuel (other than gasoline) 
tax and reports due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax and re- 
ports due. 
April 20—— 
Oil production tax and reports due. 
April 30—— 
Dealers’ and transporters’ gasoline tax 
and reports due. 
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LOUISIANA 
April 1—— 
Last day to make railroad car mileage re- 
ports. 


Property tax returns due. 
Wholesalers’ tobacco tax reports due. 
April 10—— 
Importers’ gasoline tax and reports due. 
Importers’ kerosene tax and reports due. 
Importers’ lubricating oils tax reports due. 
Light wine and beer importers’ reports 
due. 
April 15—— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils tax reports due. 
Gift tax returns due. 





Intoxicating manufacturers and 


liquor 
dealers’ reports due. 
Wholesalers’ tobacco tax reports due. 


April 20 
Dealers’ gasoline tax and reports due. 
Dealers’ kerosene tax and reports due. 
Fuel use tax and reports due. 

Light wine and beer manufacturers’ and 
dealers’ tax reports due. 
Lubricating oils tax due; dealers’ reports 





due. 
New Orleans sales and use tax and re- 
ports due. 
Petroleum solvents reports due. 
April 30—— 


Gas gathering tax and reports due. 

Petroleum products tax and reports due. 

Public utility, pipe line and natural gas 
sales tax and reports due. 

Motor carriers’ gross receipts tax and re- 
ports due. 

Severance tax and reports due. 


MAINE 
April 10—— 
Malt beverage reports due from manufac- 
turers and wholesalers. 
April 15—— 
Bank share tax reports due. 
Last day for telephone, telegraph and rail- 
road companies to make reports. 
Use fuel tax and reports due. 
April 30—— 
Gasoline tax and reports due. 


MARYLAND 
April 10——— 
Admissions tax due. 


April 15— 
Domestic corporation franchise tax and 
reports due. 
— corporation reports and filing fees 
ue, 
Income tax returns and first tax install- 
ment due. 


April 30—— 
Beer tax and reports due. 
Gasoline tax and reports due. 
Reports due of motor fuel purchased in 
cargo lots. 


MASSACHUSETTS 
April 10—— 
Alcoholic beverage tax and reports due. 
Excise (income) tax return and first tax 
installment due. 
Last day to make public service company 
returns. 
Meals excise tax and reports due, 
April 15—— 
Cigarette distributors tax and reports due. 
April 30—— 
Gasoline tax and reports due. 


MICHIGAN 
April 1—— 
Chain store tax due. 
Last day to pay insurance company pre- 
miums tax. 
Severance tax and reports due. 
April 5—— 
Carriers’ gasoline tax reports due. 
April—Second Monday—— 
Bank share tax reports due. 
April 15—— 
Sales tax and reports due. 
Use tax and reports due. 
April 20—— 
Distributors’ gasoline tax and reports due. 
Severance tax reports delinquent. 


MINNESOTA 
April 1—— 
Last day to file foreign corporation reports 
and pay fees. 
April 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 
April 15—— 
Interstate motor carriers’ mileage tax due. 
April 25—— 
Gasoline tax due. 
April 30—— 
Insurance company premiums tax due. 


MISSISSIPPI 
April 1—— 
Bank share tax reports due. 
Car company property tax returns due. 
Property tax returns due. 
April 5—— 
Factory reports due. 
April—First Monday—— 
Railroad and public utility property tax 
returns due. 
April 10—— 
Admissions tax and reports due. 
April 15—— 
Gasoline tax and reports due. 
Manufacturers’, distributors’ and whole- 
salers’ tobacco tax reports due. 
Retailers’, wholesalers’ and distributors’ 
light wine and beer reports due. 
Sales tax and reports due. 
Timber severance tax and reports due. 
Use tax and reports due. 


MISSOURI 
April 5—— 
Non-intoxicating beer permittees’ reports 
due. 
April 15—— 


Gasoline tax reports due. 

Retail sales tax and reports due. 
April 25—— 

Gasoline tax due. 

Use fuel tax and reports due. 
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mm 
MONTANA 


April 1 
First day to file foreign corporation coun- 
ty reports. 
Moving picture theatre licenses issued and 
tax due. 
Railroad property tax returns due. 
April 15—— 
Brewers’ and liquor wholesalers’ tax and 
reports due. 
Electric company reports and taxes due. 
Gasoline tax and reports due. 
Metalliferous mines license tax reports 
due. 
Motor carriers’ additional fees due. 
Personal income tax returns and first tax 
installment due. 
April 20 
Producers’, transporters’, dealers’ and re- 
finers’ crude petroleum reports due. 
April 30—— 
Coal mine operators’ tax and reports due. 
Last day for express and freight line com- 
panies to file reports. 
Oil producers’ license tax reports due. 
Telegraph and natural gas company tax 
and reports due. 








NEBRASKA 
April 1—— 
Bank share tax reports due. 
April 15—— 
Alcoholic beverage manufacturers’ and 


wholesale distributors’ reports due. 
Gasoline tax and reports due. 
Imitation butter tax and reports due. 
Lists of stockholders of foreign corpora- 
tions due. 
April 20—— 
Car company reports due. 
Railroad property tax returns due. 


NEVADA 
April 1—— 
Petroleum products reports and fees due. 
April—Ten Days after First Monday 
Toll road and bridge quarterly tax and 
reports due. 
April 15—— 
Carriers’ gasoline tax reports due. 
April 25—— 
Dealers’ gasoline tax and reports due. 
Fuel users’ tax and reports due. 





NEW HAMPSHIRE 
April 1—— 
Corporation reports and fees due. 
Gasoline tax due. 


April 10—— 
Manufacturers’, wholesalers’ and permit- 
tees’ alcoholic beverage reports due; 


permittees’ payments due. 
National bank share tax reports due. 
April 15—— 
Gasoline tax reports due. 
Last day to file property tax returns. 


NEW JERSEY 
April 1—— 
Marine insurance company reports due. 


Motor vehicle registration and fees due. 
April 10—— 
Excise tax and reports due from interstate 
busses. 


Gross receipts reports and tax due from 

busses and jitneys in municipalities. 
April 15—— 

Alcoholic beverage taxes and reports due 
from manufacturers, distributors, trans- 
porters, warehousemen and importers. 

Railroads’ revenue schedules due. 


April 20—— 

Alcoholic beverage retail consumption and 
distribution licensees’ reports and taxes 
due. 

April 30—— 
Carriers’ gasoline tax reports due. 
Distributors’ gasoline tax and reports due. 


NEW MEXICO 
April 1—— 
Income tax information returns due. 
April 15—— 
Income tax reports and first tax install- 
ment due. 
Occupational gross income tax and reports 
due. 
Oil and gas conservation tax reports due. 
Severance tax and reports due. 
April 20—— 
Electric, gas, steam and water company 
quarterly gross receipts fees due. 
Motor carriers’ tax and reports due. 
April 25—— 
Gasoline tax and reports due. 
Use or compensating tax and reports due. 
April 30—— 
Oil and gas production tax net value re- 
ports due. 
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NEW YORK 
April 1—— 
Foreign insurance company premiums tax 
and reports due. 
New York City property tax (semi-annual 
installment) due. 
April 15—— 
Personal income tax returns and first tax 
installment due. 
Unincorporated business tax and returns 
due. 
April 20—— 
Alcoholic beverage reports and taxes due. 
New York City retail sales tax and returns 
due. 
New York City use tax and returns due. 
April 25—— 
New York City public utility excise tax 
and returns due. 
New York City conduit company tax and 
reports due. 
April 30—— 
Gasoline tax and reports due. 


NORTH CAROLINA 
April 1—— 
Installment paper dealers’ tax and reports 
due. 
April 10—— 
Carriers’ gasoline tax reports due. 
Railroads’ alcoholic beverage reports and 
taxes due. 
April 15—— 
Sales tax and reports due. 
Spirituous liquor tax due. 
Use tax and reports due. 
April 20—— 
Distributors’ gasoline tax and reports due. 
Franchise carriers’ and haulers’ reports 
and taxes due. 


April 30—— 
Electric light, power, street railway, gas, 
water, sewerage and telephone company 
taxes and reports due. i 


NORTH DAKOTA 
April 1—— 
Cigarette tax reports due. 
Insurance company gross premiums tax 
and reports due. 
Last day for filing foreign corporation re- 
ports. 
April 15—— 
Alcoholic beverage transactions tax and 
reports due. 
Gasoline tax and reports due. 
Interstate motor carriers’ tax due. 
Motor carriers’ permit fees due. 
April 20—— 
Sales tax and reports due. 
Use tax and reports due. 


OHIO 
April 1—— 
Motor vehicle registration and tax due. 
April 10 
Admissions tax and reports due. 
Class A and B permittees’ alcoholic bev- 
erage reports due. 
April 15—— 
Cigarette use tax and reports due. 
Use tax and reports due. 
April 20—— 
Dealers’ gasoline tax reports due. 
April 30—— 
Carrier’s gasoline tax reports due. 
Gasoline tax due. 





OKLAHOMA 
April 1—— 
Oil, gas and mineral gross production tax 
and reports due. 
April 5—— 
Operator’s reports of mines 
coal) due. 
April 10—— 
Airports’ gross receipts tax and reports 
due. 
Alcoholic beverage tax and reports due. 
April 15—— 
Carriers’ gasoline tax reports due. 
Gasoline tax and reports due. 
Sales tax and reports due. 
April 20—— 
Carriers’ use fuel tax reports due. 
Coal mine operators’ reports due. 
Use fuel oil tax and reports due. 
Use tax and reports due. 


(other than 


April 30—— 
Cotton manufacturers’ tax and _ reports 
due. 
Oil and natural gas information reports 
due. 
OREGON 
April 1—— 


Excise (income) tax returns and first tax 
installment due. 
Insurance company premiums tax due. 
Personal income tax returns and first tax 
installment due. 
Public utility reports due. 
April 10—— 
Oil production tax and reports due. 
April 20—— 
Alcoholic beverage tax and reports due. 
Gasoline tax and reports due. 
Motor carriers’ tax and reports due. 


PENNSYLVANIA 
April 1 
Employers’ annual reports due on taxes 
withheld at source under Philadel- 
phia income tax law. 
Pittsburgh property tax delinquent. 
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April 10—— 
Malt beverage reports due. 
Spirituous and vinous liquor importers’ 


reports due. 
April 15—— 
Employers’ monthly returns due on tax 


withheld at source under Philadelphia 
income tax law. 

Income (corporate) tax returns and first 
tax installment due. 

Manufacturers’ alcoholic beverage tax and 
reports due. 

April 30—— 
Gasoline tax and reports due. 


RHODE ISLAND 
April 1—— 
Insurance company premiums tax and re- 
turns due. 
April 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 
April 15—— 
Gasoline tax and reports due. 
April 30—— 
Reports due from corporations employing 
five or more persons. 


SOUTH CAROLINA 
April 1—— 
Chain store tax and returns due. 
Domestic corporation license tax due. 
April 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers’ reports due. 
Last day to file power tax return and pay 
tax. 
April 15—— 
Motor fuel tax and reports due. 
April 20—— 
Gasoline tax and reports due. 


SOUTH DAKOTA 
April 1—— 
Passenger motor carriers’ tax due. 
April 15—— a 
Alcoholic beverage sales reports due; tax 
due 30 days later. 
Gasoline tax reports due; tax due 30 days 
later. 
Sales tax and reports due. 
Use tax and reports due. 


April 30—— 
Mineral products severance tax and reports 
due. 
TENNESSEE 
April 1—— 


Cottonseed oil mill reports due. 
Motor vehicle registration and fees due. 
Public utility annual inspection fees due. 
Public utility property tax reports due. 
April 5—— 
Cigarette distributors’ reports due. 
April 10—— 
Barrel beer tax due. 
Carriers’ gasoline tax reports due. 
Last day to file alcoholic beverage reports. 
April 20 
Bank share tax reports due. 
Distributors’ gasoline tax reports due. 
Liquid carbonic acid gas tax due. 
Property tax returns due. 





TEXAS 
April 1—— 
Commercial and collection agency tax and 
reports due. 
Motor vehicle registration fees due. 
Luxury excise tax and reports due on new 
radios, cosmetics and playing cards. 
Ore, marble and cinnabar tax and reports 
due. 
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Public utility tax and reports due. 
Sulphur production tax and reports due. 
Textbook publishers’ tax and reports due. 

April 10—— 

Rice milling tax due. 

April 15—— 

Oleomargarine tax and reports due. 

April 20—— 

Carriers’ motor fuel tax reports due. 

Liquefield gas and liquid fuel use tax and 
reports due. 

Motor fuel tax and reports due. 

April 25—— 

Admissions tax and reports due. 

Carbon black production tax and reports 
due. 

Natural gas production tax and reports 
due. 

Oil production tax and reports due. 

Theatre prize and award tax and reports 
due. 

April 30—— 

Last day to file bank share tax reports. 

Last day to file property tax returns. 


= a 


caaMerraan 
ty 


5 
Alay’ hy 
P= we 


és CAPER) 


I i. Am 
le 
i 





UTAH 





April 10. 
Carriers’ gasoline tax reports due. 
Carriers’ use fuel tax reports due. 
Liquor licensees’ reports due. 

April 15—— 

Distributors’ and retailers’ 
and reports due. 
Use fuel tax and reports due. 


gasoline tax 


VERMONT 
April 1—— 

Foreign corporations’ 
business expire. 
Motor vehicle registration and fees due. 

April 10—— 
Alcoholic beverage tax and reports due. 
April 15—— 
Electric light and power company reports 
and tax due. 
Railroad, transportation and 
company taxes due. 
April 20—— 
Last day to file property tax returns. 
National banks’ deposits reports due. 
April 30—— 
Gasoline tax and reports due. 


certificates to do 


telephone 


VIRGINIA 
April 1—— 
Insurance company premiums tax due. 
Motor vehicle registration and fees due. 
April 10—— 
Beer dealers’, bottlers’ and manufactur- 
ers’ reports due. 
April 15—— 
Corporation income tax returns due. 
Income information returns due from cor- 
porations and partnerships. 
April 20—— 
Carriers’ gasoline tax reports due. 
Gasoline tax and reports due. 
Use fuel tax and reports due. 
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WASHINGTON 
April 1—— 
Public utility special reports and fees due. 
Steamboat companies’, wharfingers’ and 
warehousemen’s taxes and reports due. 
April 10—— 
Brewers’ and manufacturers’ malt prod- 
ucts reports due. 
April 15—— 
Auto transportation company reports and 
taxes due. 
Butter substitutes reports and taxes due. 
Carriers’ gasoline tax reports due. 
Fuel oil tax and reports due. 
Gasoline tax and reports due. 
Use fuel tax and reports due. 
April 30—— 
Express company reports due. 


WEST VIRGINIA 
April 1—— 
Public service corporation property tax re- 
turns due. 
Public utility taxes and reports due. 
April 10—— 
Alcoholic beverage tax and reports due. 
April 15—— 
Personal income tax and returns due. 
Sales tax reports and payment due. 
April 30-—— ; 
Foreign corporation reports due. 
Gasoline tax reports and payment due. 
Occupational gross income tax quarterly 
reports and payment due. 


WISCONSIN 
April 1—— 

Beer tax reports due. 

Codéperative association reports due. 

Last day for domestic corporations to file 
reports. 

Last day for foreign corporations to file 
reports. 

Motor carriers’ flat tax due. 

Passenger motor vehicle registration and 
fees delinquent. 

Street railway, light, heat, power, con- 
servation and regulation company re- 
ports due. 

April 10—— 

Alcoholic beverage tax reports due. 

Oleomargarine tax and reports due. 

Tobacco products tax and returns due. 

April 20—— 

Gasoline and diesel fuel tax and reports 

due. 
April 30—— 
Privilege dividend tax and returns due. 


WYOMING 
April 1—— 
Bank share tax reports due. 
Pipe line company property tax returns 
due. 
Public utility property tax returns due. 
Telegraph and telephone company prop- 
erty tax returns due. 
April 10—— 
Carriers’ gasoline tax reports due. 
April 15—— 
Dealers’ gasoline tax reports due. 
Sales tax and reports due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax and reports due. 
April 20—— 
Motor carriers’ tax and reports due. 
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April 15—— 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
January 31. Forms 1120 and 1121, 

Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended January 31. Forms 
1040, 1041, 1120, 1121, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended October 31, with interest at 
6% from January 15 on first installment. 
Form 1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended October 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended January 31. Form 1041. 

Foreign partnership return of income 
due by general extension for fiscal year 
ended October 31. Form 1065. 

Individual income tax returns due by gen- 
eral extension for fiscal year ended Oc- 
tober 31, in case of American citizens 
abroad. Form 1040. 

Individual income tax return due for fiscal 
year ended January 31. Form 1040. 

Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended January 31, 1941. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax returns 
due for fiscal year ended January 31. 
Form 1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for March. Form 


Significant Federal Tax Decisions 
And Rulings of 1941 
[Concluded from page 154] 


Miscellaneous Taxes 


Admissions Tax.—Charges made by a country club 
for attending dances, use of skating rink, tennis courts, 
swimming pool and similar facilities are subject to the 
admissions tax even though the affairs are private and 
not open to the public. Exmoor Country Club v. U. S.% 

Stamp Tax on New Stock Issue.—In Premier Shares, 
Inc. v. Rothensies,“ the underwriters had an option to 
buy the stock of the new corporation and since a sale 
involved a transfer, from them to the public, of the 
right to receive the stock, such transfer was there- 
fore subject to tax. Had the underwriters merely 
acted as agents, a double transfer tax would have 
been avoided. 


Accounting Procedure 

First Accounting Period.—A newly organized cor- 
poration should ascertain from its state law when its 
corporate existence begins. In JT 3466, an Ohio cor- 
poration lost the right to establish a fiscal year ended 





Nonresident alien individual income tax 
return due for fiscal year ended October 
31. Form 1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended October 31. 
1040NB, 1040NB-a. 





Nonresident foreign corporation 
tax return due for fiscal year ended 
October 31. Form 1120NB. 

Partnership return of income due for fiscal 
year ended January 31. 

Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. S. 
possessions—returns due for fiscal year 
ended October 31, by general extension. 

957. Forms 1120 and 1121. 


Second quarterly income-excess profits tax 
payment due for fiscal year ended Oc- 
tober 31. Forms 1040, 1041, 1120, 1120H, 
1120L, 1121. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended July 31. Forms 1140B, 1120H, 
1120L, 1120NB. 

Stockbrokers’ monthly return of stamp 
account due for March. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended July 
31. Forms 1040, 1041, 1120, 1120H, 1120L, 
1321. 

April 20—— 

Monthly information return of ownership 
certificates and income tax to be paid at 
source on bonds due for March. Form 
1012. 

April 30—— 

Admissions, dues and safety deposit box 
rentals tax due for March, Form 729. 
Excise taxes on electrical energy, telegraph 
and telephone facilities, transportation 
of oil by pipe line, and passenger trans- 

portation due for March. Form 727. 

Excise taxes on lubricating oils, matches, 
and gasoline due for March. Form 726. 

Excise taxes on sales due for March. Form 
728. 

Processing taxes on oils due for March. 
Form 932. 

Retail dealers’ excise tax and returns due 
for March on jewelry, etc., furs and 
toilet preparations. Form 728a. 

Sugar (manufactured) tax due for March. 
Form 1 (Sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin operated amusement and 
gaming devices due for March, if lia- 
bility incurred. Form 11B. 


Forms 


income 


Form 1065. 


November 30, 1940, because its existence began on 
November 3, 1939, when it filed articles of incorpora- 
tion and not on December 18, 1939, when it perfected 
its organization and commenced business. As no re- 
turn was filed for the period November 3 to November 
30, 1939, the corporation must report on the calendar 
year basis, until it receives approval of change of 
accounting period from the Commissioner. 
* * x 


“The logic of having taxation play a passive, neu- 
tral role in times past, and of having monetary policy 
responsive to international gold movements, rather 
than subject to national direction and control, is no 
longer valid in the world of today.”—Marriner Eccles, 
St. Paul, Minn., Oct. 14, 1941. 


* * * 


The total amount collected by the Federal Govern- 
ment in documentary stamp taxes on bonds of in- 
debtedness, capital stock issues, deeds of conveyance, 
etc., for calendar year 1941 was $23,556,450.37, a sub- 
stantial increase over the $19,264,007.86 collected dur- 
ing the preceding year. 





119 F. (2d) 961, 41-1 ustc | 9434, 
8 117 F. (2d) 809, 41-1 ustc J 9262. 
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Your Corporate Problems the 


Benefit of this Authoritative Advice 


q ‘perate Executives” 
Compensation 


First full coverage of this subject of pressing importance today! 
BY GEORGE THOMAS WASHINGTON 


Jak Pubtiohed' 


Clear, specific, and compact, this 
volume deals thoroughly with the 
practical problems of managerial 


compensation, the drafting and adopting of plans and agreements 
and working under them. Typical arrangements are presented and 
discussed ; pitfalls pointed out. Special emphasis is placed on prob- 


lems of computation and taxation. 


Legal and Business Aspects of Executives’ Salary and Bonus 
Plans, Stock Options, Pensions, Indemnity Agreements, 
and Related Matters 


Present conditions imperatively demand 
that any and all executives’ compensa- 
tion arrangements be carefully consid- 
ered or re-considered from all angles— 
especially the tax angles—and worked 
out with much more formality and care. 
Every executive, every attorney and ac- 
countant should use it systematically to 
review compensation arrangements in 
light of important guidance found here. 


This important book grew out of au- 
thor’s experience in important litigation 
and in preparation of compensation con- 
tracts, his search for everything that 
might have a bearing in the many fields 
into which the subject leads—taxation, 
accounting, federal securities legisla- 


tion, government restrictions, corporate 
custom and practice, economic theory, 
law, and practical business problems. 


A treasure house of working informa- 
tion. It brings together results of re- 
search requiring great amounts of time. 
It gives background of corporation law 
involved in compensation arrangements ; 
covers latest legislation and proposed 
legislation; cites principal legal authori- 
ties. It presents corporate documents, in 
full or in part, and much data from the 
practice of well known companies. It 
discusses specific clauses of compensa- 
tion contracts with analyses of the con- 
ditions and contingencies for which va- 
rious provisions are made. $7.00 





Corporate 


Dividends 


by DONALD KEHL 


“FILLS A REAL NEED for a guide in 
formulating dividend policies. The author 
has clarified the relationship of the ac- 
counting and legal aspects of the prob- 
lem in such a fashion as to help man- 
agement formulate dividend policies and 
avoid the pitfalls of declaring dividends 
which do not meet legal requirements, 
thereby preventing future liabilities to 
directors and stockholders. . . . Through- 
out, the author has interspersed account- 
ing problems illustrating the points dis- 
cussed, clarifying the text. . . .”—The 
Controller. 


A new, definitive work on all phases of the 
law of corporate dividends bringing together 
& wealth of authoritative information not pre- 
viously available in one source. $7.50 





15 East 26th Street 


ESTABLISHED 1900 


4th Edition of this Classic 


Financial Policy 


of Corporations 
by ARTHUR STONE DEWING 


“A COMPREHENSIVE HANDBOOK ... 
Concisely . . . covers the whole cycle of 
a corporation, from the initial promo- 
tion and flotation of securities, through 
the various financial problems of a go- 
ing concern, to the maze of complica- 
tions involved in reorganization or dis- 
solution. . . . Well deserves the place 
it holds as one of the standard works 
on the subject.”—Barron’s. 

This great book has been enlarged to take 
into account today’s new conditions, pointing 
out developments in reorganization, declara- 
tion of dividends, stockholders’ rights, expan- 


sion, and similar important matters. Two 
volumes. $10 





THE RONALD PRESS COMPANY, Publishers 


New York, N. ¥. 








Quick, Legal, Safe Answers— 
MONTGOMERY’S 1941-42 


FEDERAL TAXES ON 
ESTATES, TRUSTS, GIFTS 


OMPLETE, outstanding treatment of these taxes 
—for executors and administrators; for 
trust officers, attorneys, accountants; property 
owners, beneficiaries. 
Covers the applica- By one of America’s 
tion of federal estate leading tax authorities : 





and gift taxes, as well ROBERT H. 
as the income tax 

problems peculiar to MONTGOMERY 
estates and trusts. It — 


brings the entire situ- 
ation down to date; in- 
terprets the law, court decisions, and official 
rulings into plain statements of advice and pro- 
cedure. 





Gives year-round foundation of inclusive, 
long-range tax counsel in handling property and 
planning disposition of estates. 


EXCESS PROFITS AND 
OTHER FEDERAL TAXES 
ON CORPORATIONS 


ERE is complete information, in one place and 
freed of all irrelevant matters, on the as- 
pects of corporate taxation where most problems 
arise today. It concentrates on straightening 
out the intricacies of the excess profits tax. 


It considers effect of new provisions; guides 
in election of options provided; computing cor- 
porate normal income tax and surtax, prepar- 
ing returns; amortization of emergency facili- 
ties. Includes explanatory tables, invaluable to 
company executives and consultants, of taxes 
bearing on corporations—who pays them, who 
can deduct them. $7.50 
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THE RONALD PRESS COMPANY 
(Dept. M586) 15 E. 26th St., New York, N. Y. 


Please send me the books checked: 
C0 Executives’ Compensation, Washington.$ 7.00 
C1] Financial Policy, Dewing............... 10.00 





[] Corporate Dividends, Kehl............. 7.50 j 
C) Estates Tax, Montgomery............... 7.50 
(} Excess Profits Tax, Montgomery........ 7.50 ' 


Within 5 days after receiving books we will send £ 
payment in full, plus a few cents for delivery. 
(We pay delivery charges if you remit with order.) 1 
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Priority of Tax Claims ' 
[Concluded from page 146] 


expenses and charges against the estate which we have 
shown have priority ordinarily. In paying claims there- 
fore this statute will play the greatest part. The court in 
Estate of Mark D. Kuhn, Deceased, Appeal of Com- 
monwealth Trust Company of Pittsburgh held that fed- 
eral incomes taxes of a decedent for years prior to death 
had priority over judgment creditors.*® It was not appar- 
ent whether the judgments were made liens by state 
statute but the reasoning of the court, that the state stat- 
ute of distribution could not displace the priority under 
Revised Statutes, Sec. 3466, would likewise apply to any 
effort of the state to create a general prior lien in favor 
of the judgment creditor. This is so because such a lien 
is as much a creature of state law as the state distribu- 
tion statutes. As to mortgagees and purchasers, where 
there is a transfer of a property interest, that interest 
could not be appropriated to the payment of United 
States taxes. But only the excess interest would be 
available such as the proceeds in excess of the debt 
upon foreclosure. 

As to state tax liens and the rights of third persons 
claiming under liens the state law must necessarily 
govern. In the absence of statutory provision, due 
regard must be given to the priority of state taxes as 
it is ordinarily held that persons dealing with property 
necessarily must recognize the sovereign claims of the 
state.*° 


Conclusion 


It might be well to point out that circumstances may 
require of the executor the duty to pay funds of the 
estate pro rata upon different taxes due the Federal 
Government. Neither the Revenue Act nor any other 
Act of Congress has given any priority to one part of 
a debt due the United States over any other part of it.*? 

In conclusion it can be stated with the qualifications 
herein noted, that the executor is ordinarily free to 
apply unencumbered assets upon the payment of prop- 
erly determined administration expenses allowed by 
the probate court. All federal taxes should then be 
satisfied first by exhausting unencumbered assets and 
then by exhausting assets encumbered only with liens 
under which no transfer of a property interest has 
been effected. As the determination of this question 
of whether such a transfer has been effected is not 
without hazards to the executor, it would frequently 
be advisable to obtain a declaratory judgment or other 
proper advice from the court. To the extent that a 





*® Pa, Sup. Ct., July 18, 1941, 41-1 ustc § 9605. 

* See ‘‘Tax Liens and the Rights of Third Persons,”’ 54 Harvard 
Law Review 112; U. 8. v. City of Greenville, 118 Fed. (2d) 963, at 
966, 41-1 ustc { 9381; see also 119 A. L. R. 1330. 

4t See U. S. v. Cochran, Fed. Case No. 14,821; Missouri v. Ross, 299 
U. S. 72, 81 L. Ed. 46, 57 S. Ct. 60; Missouri v. Earhardt, 111 Fed. 
(2d) 992; Cert. denied, 61 S. Ct. 43, 85 L. Ed. 
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transfer of a property interest has been effected by a 
lien, the lien creditor can only look to the property 
secured to the extent of his debt and then prove the 
remainder of his claim as a general claim without 
priority. 


Stare Decisis in Tax Law 
[Concluded from page 138] 


With the prospect before us of greatly increased 
tax litigation due to the complicated provisions of the 
excess profits tax, it behooves tax counsel to be ex- 
tremely wary about reliance on precedents. Already 
studies based on the old World War excess profits tax 
cases and collections of those cases have appeared. 
Use of them must be made with the utmost caution. 
No matter how strongly one may feel that construing 
tax legislation is part of the judicial process, the fact 
remains that the Supreme Court itself feels that to 
some ill-defined extent a more practical approach must 
be made by the courts to tax laws than to other 
statutes. And by “practical approach”, the court 
means that it considers the necessity of raising rev- 
enue. As Professor Nash pointed out in the Fordham 
Law Review for May, 1940, the old rule of construc- 
tion which interpreted a taxing statute strictly in favor 
of the taxpayer has very nearly been inverted into one 
that interprets it strictly in favor of the tax.™ It is 
this change that has carried with it the necessity of 
harsh blows at stare decisis. 


Viewed in its larger aspects, we may say that in the 
field of taxation more than in other branches of the 
law, the trend is toward a more personal attitude on 
the part of the judicial interpreter, rather than the 
older more institutional one. In modern tax cases the 
courts feel themselves to a considerable degree to be 
integral parts of the machinery of administrative gov- 
ernment. They forget the traditions, the background 
of robes and wigs, the line of descent from Coke and 
Blackstone; they become practical men dealing with 
business matters. They are likely to view corporate 
charters as mere matters of convenience almost as 
readily as the average business man and to dispose 
of them as lightly. Trusts, those entities so dear to 
legalistic brain-processes, those darling subjects of 
long, loving and highly abstruse opinions, will get al- 
most as short shrift when they get themselves involved 
in tax cases. 


“Stare decisis” said the late Justice Brandeis in Bur- 
net v. Coronado Oil & Gas Co. “is usually the wise 
policy.” 


It was the right tense in those days. 





4* Francis C. Nash, ‘‘What Law of Taxation?’’ IX Fordham Law 
Review 165. 
% 285 U.S. 393. 
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Revenue with Justice—But Revenue 

The primary purpose of taxation is revenue, rev- 
enue for the support of the government. Its economic 
effects are the basis of a secondary purpose, regula- 
tion. The secondary purpose may go so far as to em- 
brace economic readjustments and_ redistribution. 
Even so, that purpose is still secondary. Beneath and 
above all, the primary purpose, revenue, is relentlessly 
clear. 

As such it is subject to no questions and answers. 
The state is, the state must be, and revenue there must 
be to support it. Of course, the existence of the 
state is a benefit to the individual; but the state can- 
not be risked upon the continued voluntary sale of 
that benefit to each individual. Nor is there any true 
measure of that benefit. To him who has not the 
state is even more necessary and vital than it is to 
him who has. The doctrine of ability to pay is not 
a product of justice, but a product of convenience, 
or better still, of necessity. The revenue must be 
raised, and only from him who has can it be taken. 
If the basis of ability to pay appears to be just, it is 
because human justice is a creature of human neces- 
sity. Our morals are products of our social needs. 

If the government’s new budget program is to be 
accomplished, that truth must be faced with the same 
fortitude that one expects in a soldier on the firing 
line. The methods of taxation must be such as will 
raise the revenue that is needed. This is no time 
for petty equities. If the worker must forego 15 per 
cent or more of his pay-check, then he must. If in 
addition he must pay toll to the national treasury for 
every shirt that he wears, or even for the bread that 
he eats, then he must. If business must yield up its 
profits, then it must. Politics can now shed its kid 
gloves and steady its trembling fingers. 


The budget for the year is 56 billions, the highest 
budget of any nation and in all history. It is said, 
however, to represent 60 per cent of our national 
income. That is not a world record. The budgets of 
the enemy nations have stood at that level for a 
decade. Our superior national power can make itself 
felt only as we exert it in the same proportion as the 
enemy does. Our budget, therefore, while huge, it 
is true, is not out of line with the purpose to which 
it is directed. In the incandescent fire of that same 
purpose any objections to a sweeping tax program 
must immolate themselves. 


More than a century and a half ago Oliver Gold- 
smith charged of the industrial system that in it 
“wealth accumulates and men decay.” We cannot 
now deny that charge and at the same time haggle 
over the money price of freedom when blood in any 
case must pay a part. The tax program must be 
strong; it must be fearless. Justice, indeed, must not 
be ignored; but it must be remembered that without 
victory no justice will survive-——George T. Altman. 


Statistics of Income 

Secretary of the Treasury Morgenthau has made 
public the first of a series of tabulations from Statistics 
of Income for 1939, Part 2, Compiled from Corporation 
Income and (Declared Value) Excess Profits Tax Re- 
turns and Personal Holding Company Returns, prepared 
under the direction of Commissioner of Internal Rev- 
enue Guy T. Helvering. The complete report will 
be published at a later date. 


Returns Included 


The returns covered by these tabulations are, in 
general, for the calendar year ending December 31, 
1939. However, a considerable number of returns for 
a fiscal year, other than the calendar year, ending 











The President and His War Cabinet 


within the period July, 1939, through June, 1940, are 
tabulated within the calendar year returns for 1939. 
There are also included part-year returns for which 
the greater part of the accounting period falls in 1939. 

Data are tabulated from Forms 1120 and 1120A 
filed by domestic corporations and resident foreign 
corporations not exempt from tax under section 101, 
Internal Revenue Code as amended; also from Form 
1120L filed by domestic life insurance companies and 
by foreign life insurance companies carrying on in- 
surance business within the United States or holding 
reserve funds upon business transacted within the 
United States. The data are tabulated from the re- 
turns as filed by the taxpayer, and prior to revisions 
that may be made as a result of audit by the Bureau 
of Internal Revenue. Amended returns and tentative 
returns are not included in the tabulation. 


Taxes under Internal Revenue Code as Amended 


The corporation income tax rates in sections 13 and 
14 of the Internal Revenue Code as amended, became 
effective for taxable years beginning after December 
31, 1938, and the (declared value) excess profits tax 
rates in section 600 of the Code as amended, became 
effective for income tax taxable years ending after June 
30, 1939. Consequently, the majority of returns 
covered by this statement are filed under the pro- 
visions of the Internal Revenue Code as amended. 

The corporation income and (declared value) ex- 
cess profits tax rates are the same for all returns 
covered by this statement, since the Internal Revenue 
Code, approved February 10, 1939, contains the tax 
rates which were in force on January 2, 1939—those 
of the Revenue Act of 1938. Moreover, the income 
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and (declared value) excess profits tax rates, appli- 
cable to all returns for 1939 filed through December 
31, 1940, are the same as those applicable to the ma- 
jority of returns for 1938 filed through December 31, 
1939. 


The name of the existing excess profits tax in 
section 600 of the Internal Revenue Code was changed 
to “Declared Value Excess Profits Tax,” effective 
February 10, 1939 (see sec. 506 of the Second Revenue 
Act of 1940, approved October 8, 1940). The new 
name is used throughout this series of tabulations, 
even though it did not appear on the returns for 1939, 
many of which were filed prior to the date of ap- 
proval of the Second Revenue Act of 1940. 


Number of Returns—Net Income or Deficit, Etc. 


The number of corporation income and (declared 
value) excess profits tax returns for 1939 is 515,960, 
of which 199,479 show net income for (declared value ) 
excess profits tax computation of $8,826,713,029, while 
270,138 show a deficit of $2,092,147,535, and 46,343 
have no income data (inactive corporations). The in- 
come tax is $1,216,450,292, the (declared value) ex- 
cess profits tax $15,805,962, the total tax $1,232,256,254. 
The total amount of dividends paid in cash and assets 
other than corporation’s own stock is $5,746,738,979, 
of which $5,562,273,122 is reported on returns with 
net income and $184,465,848 on returns with no net 
income. 

Of the 199,479 returns with net income for (de- 
clared value) excess profits tax computation, 170,380 
show only income tax liability; 49 show only (de- 
clared value) excess profits tax liability ; 26,122 show 
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both income tax and (declared value) excess profits 
tax liabilities and 2,928 show no tax liability. 


As compared with 1938, the total number of returns 
decreased 4,541, or 0.9 percent, the number of returns 
with net income for (declared value) excess profits 
tax computation increased 29,595, or 17.4 percent, 
the number of returns with no net income decreased 
31,010, or 10.3 percent, and the number of returns 
with no net income data (inactive corporations) de- 
creased 3,126, or 6.3 percent. The net income for 
(declared value) excess profits tax computation in- 
creased $2,300,733,772, or 35.3 percent, and the deficit 
decreased $760,950,192, or 26.7 percent. The income 
tax increased $362,872,361, or 42.5 percent, the (de- 
clared value) excess profits tax increased $9,818,326, 
or 164.0 percent, and the total tax increased $372,690,687, 
or 43.4 percent. 


Record Motor Vehicle Taxes Paid in 1941 


Tax payments in connection with motor-vehicle 
ownership and operation jumped approximately one 
quarter of a billion dollars during 1941 to reach an 
estimated aggregate of $2,474,000,000, according to 
the National Highway Users Conference. While 
approximately $1,543,000,000 of this tax bill was col- 
lected to provide highways for defense and civilian 
use, $891,000,000 represents a special contribution of 
highway transportation to general governmental 
activities. 

Principal factors in the rise of motor-vehicle own- 
ership and operation taxes above the 1940 total of 
$2,130,147,000 are more mileage per vehicle, increased 
registrations and higher federal excise taxes. 
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The greatest single source of revenue from motor- 
vehicle taxation is the gasoline tax which yielded 
$1,290,000,000 from state and federal levies. 

Special state highway user taxes for highway pur- 
poses produced an estimated $1,543,000,000. Of 
this total, motor fuel taxes provided $960,000,000 ; 
$458,000,000 came from motor-vehicle registration and 
license fees; $20,000,000 from motor-carrier special 
taxes, while tolls accounted for $105,000,000. 

County and municipal fuel taxes, local registration 
fees, etc., amounted to $40,000,000. 

Taxes for general governmental purposes include 
$330,000,000 in federal motor fuel taxes; $214,000,000 
in federal automotive excise taxes; $105,000,000 in 
state sales taxes on automotive products ; $55,000,000 in 
personal property taxes on motor vehicles ; $160,000,000 
in real property taxes on garages, terminals, etc., and 
$27,000,000 in general corporation taxes on bus and 
truck companies, etc. 

The Conference stated that these figures do not 
include such general business taxes as income, unem- 
ployment and social security paid in connection with 
ownership and operation of motor vehicles. Neither 
do they include taxes paid in connection with the man- 
ufacture of motor vehicles and tires nor petroleum pro- 
duction and refining. 

In addition to taxes paid in connection with owner- 
ship and operation of motor vehicles, the Conference 
points out that highway users as members of the gen- 
eral public are subject to other taxes such as property 
taxes, income taxes, retail sales taxes, etc. 

The Conference’s 1941 tax compilations are based 
on available official reports, utilizing estimates for 
the latter part of the year. 


The United States Supreme Court 
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Deficiency Financing in Illinois Must Go 
“Deficiency financing” which is a technical term 
for living outside one’s income, has long been in ill 
repute. Mr. Micawber, albeit himself impecunious, 
warned against the practice more than a century ago 


in his famed discourse with young Copperfield, as 
follows: 


“Annual income twenty pounds, annual expenditures 
nineteen nineteen and six, result happiness. Annual 


income twenty pounds, annual expenditures twenty ought 
and one, result misery.” 


Mr. Micawber’s solemn warning and those of later 
generations of economists, however, have gone un- 
heeded during recent years both in the nation, the 
states and their many political subdivisions. 

As an example of the deficiency evil, The Illinois 
Taxpayer, publication of the Taxpayers’ Federation of 
Illinois, points out that when the Illinois General 
Assembly met on January 1, 1941, for its Sixty-second 
Session, it was faced with the necessity of appropriat- 
ing $41,773,040 to pay off deficiencies created during 
the two previous years. This was in addition to a 
$5,246,393 deficiency appropriation for the sixty-first 
biennium, made at a special session in 1940. 

That the practice of creating large deficiencies did 
not originate during the sixty-first biennium can be 
seen from the total cost of Illinois state government 
during the past four biennial periods when deficiencies 
exceeded by $214,575,335 the $1,614,183,281 regularly 
appropriated at legislative sessions. 

In an effort to prevent recurrences of such situ- 
ations, the Illinois state budgetary commission is now 
conducting research to determine where reductions 
can be made in present state costs, which, according 
to the commission, consist of the following expendi- 
tures on the basis of each tax dollar: 





Types Cents 
Old-age assistance ......... RATES nT a Ree 14.79 
MS SS ree reread eratrecicr me reer 
Charitable, penal institutions ................. 8.93 
GN a Pen ee eee 12.87 
Highway building, maintenance............... 15.68 
Motor fuel refunds to cities, counties.......... 9.77 
Cost of collecting gas, motor vehicle taxes..... 2.60 
Interest on state debts.................. seen Fee 
Administration and expenses of government... 9.00 

Es Scr eee Ce eso aera ee 100.00 


It should be heartening to the taxpayer to know 
that in addition to sponsoring the activities of the 
budgetary commission for state economy, Governor 
Dwight H. Green has urged all department heads 
to run their departments as cheaply as possible in 
order to end this biennium with money in the bank. 

The Governor, in a recent communication to Dr. 
Henry M. Wriston, Chairman of the Citizens Emer- 
gency Committee on Non-defense Expenditures said: 
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“I am heartily in accordance with the view that every 
responsible public official should seek all possible means of 
reducing the cost of government to offset to some extent the 
nécessary and inevitable burden of financing the defense pro- 
gram. I have stressed this point many times, both before 
and since I became Governor of Illinois. State and local 
governments can contribute greatly toward national defense 
by reducing their taxes to the minimum necessary for carrying 
out their proper functions.” 


Both state and local officials can now strike a great 
blow for economy by putting an end to “on the cuff” 
methods of public financing, and placing their gov- 
ernmental units on a pay-as-you-go basis. 

* Ok Ox 

That taxes—newer, higher and steeper than any 
this nation has known—have now been ordered by Con- 
gress, is pointed out in the current J/linois Taxpayer, 
official publication of the Taxpayers’ Federation of 
Illinois. 

“Millions of men and women who have never before 
paid an income tax,” the publication says, “will ante 
up their bit for their government and national defense. 
Millions will find their income tax bills doubled and 
tripled. Millions will find prices of the things they 
are accustomed to buying higher because of taxes.” 

Yet, in the words of the little fellow who begins 
to feel the pinch, “the worst is yet to come.” 

For while the tax bills bound upward, our national 
debt leaps along even faster. 


And what is the national debt? 





It 1s nothing more than uncollected taxes—taxes you 
are committed to pay, next year and for years to 


come, taxes so big that the government does not yet 
dare to levy them! 


Residents’ Beneficial Interest in Nonresident Trust 


One of the legal problems of property taxation 
which has occupied an uncertain status until recently 
concerns jurisdiction to tax the resident’s beneficial 
life interest in a nonresident trust comprising intang- 
ible property. About a year ago the Kentucky Court 
of Appeals and the Supreme Court of Pennsylvania 
independently decided that the state of a beneficiary’s 
residence could impose a property tax. 

The opinion in Kentucky, in the view of the trust 
beneficiary expressly involved, left open the question 
as to how the trust property which could not be 
assigned was to be valued. In Commonwealth v. Sut- 
cliffe, 283 Ky. 274, 140 S. W. (2d) 1028, the Kentucky 
Court of Appeals held that its original opinion deter- 
mined this issue. Briefly, the appropriate method of 
assessment as found by the court is to apply a life 
expectancy table and compute the capital value of 
the beneficiary’s life annuity. This is the method, as 
a matter of fact, which the Commonwealth had 
originally used in its petition for retrospective assess- 
ment of Sutcliffe’ estate. The court’s opinion is of 
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widespread significance because it provides a proce- 
dure for all those states which apply their intangible 
property taxes on trust property against the bene- 
ficial interest rather than against the trustee.—James 
W. Martin 


California Gift Tax Meets the Court 


Douglas v. California, the first court decision under 
the California Gift Tax Act, is invested with the 
special interest which attends the first judicial inter- 
pretation of all important statutes. Highly compli- 
cated tax issues involving the inter-related effects of 
gift and death taxation are considered in this decision 
of the California District Court of Appeal, First Dis- 
trict, which follows federal leads in construing the 
state law. The opinion holds subject to gift tax 
the contingent future interest of the remainderman 
of an irrevocable trust, although the settlor, who re- 
served a life interest, might exhaust the corpus in 
her discretion. Neither this possibility, nor the in- 
heritance tax liability attaching to the settlor’s life 
interest is considered to remove the remainderman’s 
interest from operation of the Gift Tax Act. 


Extremely noteworthy for persons interested in the 
California law is the opinion’s emphasis upon federal 
precedents, the court declaring: “Where legislation is 
patterned after a statute ... of the Federal Gov- 
ernment which has been judicially construed, there is 
a very strong presumption of intent to adopt the 
construction as well as the language of the prior 
enactment.” 


Military Service—Estate Tax Exemption 


War’s far-reaching effects not only increase taxes 
but also may create new exemptions. Thus, recently 
introduced New York Senate Bill 327 would exempt 
from the New York estate tax the estates of persons 
dying from injuries received while engaged in the 
military service of the United States. The first death 
duty “military service” exemption to be proposed 
since the outbreak of World War II, the New York 
bill may foreshadow similar measures throughout the 
states. A federal estate tax exemption of this general 
tvpe was effective during World War I, in the Rev- 
enue Acts of 1917, 1918, and 1921. Basically similar 
exemptions already have been provided in many of 
the Canadian succession duty statutes, including those 
of the Dominion, Alberta, Quebec, Nova Scotia, On- 
tario, and Saskatchewan. 


California Inheritance Tax—Rules and Regulations 
The California State Controller has issued a set 

of rules and regulations interpretative of the California 

inheritance and estate tax law. Though issued under 


1 CCH State Inheritance, Estate and Gift Tax Service { 15,186. 
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California law, these rules and regulations should also 
prove of value in interpreting inheritance tax laws of 
other states when they contain provisions similar to 
those in the California law. 
7 
Individual income tax payments to the Federal 
Government for the calendar year 1941 in the ten 
states ranking highest were: 
State 
New York ....... 
Illinois 


Amount 

_.. $368,995,536.38 
143,859,111.04 
140,712,771.66 
109,434,933.70 
94,003 ,602.79 
84,383,058.46 
76,513,969.01 
69,775,727 .42 
49,514,523.80 
46,752,309.87 


Pennsylvania 
California 


Michigan 

New Jersey 
Massachusetts 
Maryland 
Texas 


Tax Avoidance and Inequities 
[Concluded from page 136] 

Yet since the husband has full management and con- 
trol of the whole income, he is, in practical effect, in 
no different position from a husband in a non-com- 
munity-property state. Both of them have the man- 
agement and control of the income and in both cases 
the income is devoted to the family purposes. 

In a community-property state a husband who earns 
a $10,000 salary is allowed to report only $5,000 of 
that salary as his income and his wife may report the 
other $5,000 as hers. The two of them together will 
pay a total tax of $965. In the thirty-nine other states, 
however, the husband who earns a $10,000 salary must 
report that salary as his income and must pay a tax 
of $1,305 on it. Thus the married citizens of nine 
out of forty-eight states are able to escape their fair 
share of the load at the expense of the married citizens 
in the rest of the country. 

The existence of this community-property tax privi- 


lege costs the Treasury, on the basis of existing rates, 
about $55,000,000 a year. 


Separate Returns for Husband and Wife 


The removal of this community-property privilege 
alone would not, however, reach a still more wide- 
spread form of avoidance. I refer to the method of 
separating a husband’s and wife’s investment income 
—as distinguished from the income they get from 
salary and wages—in such a manner that two families 
having virtually the same economic position pay vastly 
different taxes. Under the present law, if a husband 
and wife both have investment income, each pays a 
tax on the separate income. Because the income tax 
rates are progressive—that is, because the higher the 
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income the greater is the rate of tax—a family in which 
both husband and wife have investment income pays 
less tax, in many instances, than a family having the 
same amount of income all of which is received either 
by the husband or the wife. 

Let us take the case of a married taxpayer in the 
upper brackets having a $100,000 income from securi- 
ties. Under the present law he would pay a tax of 
$52,748. But if he gives half of those securities to his 
wife, he will pay a tax of $20,926 and his wife will pay 
a tax of the same amount. This couple, at the cost of 
a moderate gift tax, has thus secured a perpetual re- 
duction of $10,896 in its income-tax liability under 
present rates. The loophole could be closed and the 
unfairness to the great mass of taxpayers removed by 
taxing the investment income of each married couple 
as a unit. 

The use of separate tax returns for the investment 
income of husband and wife costs the Treasury, on the 
basis of present rates, about $260,000,000 a year, in 
addition to the revenue that is lost because of the 
community-property tax privilege. 


Percentage Depletion 


The final loophole which I shall mention is one 
against which the Treasury has struggled for years 
without avail. If you use a machine in your busi- 
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ness and that machine can be expected to last for 
ten years, you are permitted to deduct each year for 
ten years one-tenth of the cost of that machine. Be- 
cause you will probably have to buy a new machine 
at the end of ten years, this deduction is a fair and 
reasonable method of allowing you to recover your 
capital. Needless to say, you are not permitted to 
deduct more than the cost of the machine. 

But you may be surprised to learn that this is not 
true of mines and oil wells whose owners are per- 
mitted over the years to deduct far more than the 
amount of money which they have put into the prop- 
erty for the conduct of their business. The so-called 
percentage depletion provision of the income tax law 
allows these companies, not simply to deduct a per- 
centage of the cost of their wells and mines each year 
until the entire cost has been made good, but to deduct 
an arbitrary percentage of their income indefinitely. 
An oil company which may long ago have recovered 
tax free many times the cost of the wells which it is 
operating is still permitted a deduction of 27% per 
cent of the gross income from those very same wells. 
The allowance of percentage depletion costs the 


Treasury, on the basis of existing rates, at least 
$80,000,000 a year. 


Conclusion 


I have pointed out the most glaring examples of 
these loopholes, but there are others, all of them unfair 
to the many for the advantage of the few, all of them 
dangerous to the unity we need to win this war. 
Perhaps the American public has been inclined to 
shrug its shoulders at the defects in our tax laws; yet 
they are not small matters, either morally or ma- 
terially, nor are they matters beyond the control of 
the people themselves. 

It has been difficult until now to correct our tax 
laws because taxpayers have been too few and too 
indifferent. Until the great body of American tax- 
payers becomes thoroughly aroused to the injustices 
which have been left on the statute books year after 
year, we cannot expect to correct the laws. The 
remedy lies in your hands as taxpayers. 

We Americans can be proud of the unity that has 
been shown by all sections of our people since Pearl 
Harbor. But national unity is a precious thing. It 
will be subjected to many strains in the months and 
vears of trial ahead. For this reason, with your help, 
I am going to fight for the speedy removal of any defects 
in the tax laws which may injure our national morale. 

We need nine billion dollars in additional revenue: 
I should like the very first billion of that amount to 
be obtained by closing the remaining loopholes. [fi 
this is accomplished it will be a contribution to the 
financing of the war, the morale of our people, an 
the victory of our cause. 
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District of Columbia 


x%Income and Inheritance—PA 428 
amends the District of Columbia Reve- 
nue Acts of 1937 and 1939 to correct 
minor deficiencies and improve the ad- 
ministration of the Income Tax Act. 
The changes consist of revision of the 
list of exemptions, elimination of the 
afidavit requirement in individual returns, 
and substitution of a $10 annual license 
fee for corporations in place of the $25 
filing fee formerly required. In addi- 
tion, several minor changes were made 
in an endeavor to improve the Inherit- 
ance and Estate Tax Law. 


Kentucky 


Alcoholic Beverages.—SB 20 estab- 
lishes state-owned liquor stores for the 
exclusive sale of “hard” liquor. The beer 
and wine business would be left under 
private business upon which a 10% tax 
would be imposed. To Regulation In- 
toxicating Liquor Committee. 

SB 29 repeals the Distilled Spirits and 
Wine Fair Trade Act. To Regulation 
Intoxicating Liquor Committee. 


Business Licenses.—HB 31 repeals the 
license fees imposed on retail dealers of 
soft drinks, ice cream and tobacco. To 
Revenue and Taxation No. 1 Committee. 


Corporation Income.—SB 61 proposes 
a 4% income tax upon corporations doing 
business in the state, such revenue to 
be collected when collections from all 
other sources are insufficient to meet the 
needs of government. To Revenue and 
Taxation Committee. 


Income.—HB 12 repeals the income 
tax effective after the collection of the 
1941 tax this year. To Revenue and 
Taxation No. 1 Committee. 


Motor Vehicles.—SB 55 requires city 
bus systems operated by street railway 
companies to pay 1¢ per bus mile to the 
city. To Municipalities Committee. 


* New laws. 
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Calendar of 1942 Sessions 


State 
California 


Convened Adjourned 


17 

Kentucky . 6 
Maine (1st Sp.). . 12 
Massachusetts 

(ist Se)... Jan. 26 
Michigan 

(iat Ge)..... Jan. 19 
Michigan 

(2d Sp.) Feb. 
Mississippi .... Jan. 
New Jersey .... Jan. 
New York Jan. 
Pennsylvania 

(1st Sp.) Feb. 
Rhode Island... Jan. 
South Carolina . Jan. 
Virginia 





Maine 


%Gasoline.—Ch. 316, First Special 
Session, provides that taxes on internal 
combustion engine fuel used in operating 
aircraft shall not be refundable. 

* Ch. 317, First Special Session, provides 
for a tax on internal combustion engine 
fuel sold to the state or political sub- 
divisions thereof and exempts municipali- 
ties from the requirement of filing use 
fuel tax bonds. 


Mississippi 

%Income.—HB 3 reduces income tax 
rates, applicable to 1942 income, to the 
following schedule: First $2,000, 14%; 
next $2,000, 214%; next $3,000, 314%; 
next $3,000, 454%; next $5,000, 514%; 
next $10,000, 614%; over $25,000, 7%. 

% Insurance Companies.—HB 78 pro- 
vides for a complete retaliatory taxation 


of foreign insurance companies and non- 
resident brokers. 
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Sales—SB 8 amends the Gross Sales 
Tax Act so as to increase the production 
tax on oil from 2% to 3%, on natural 
gas from 21%4% to 3%, and on limestone, 
sand, gravel, clay, or other mineral prod- 
ucts from 2% to 3%. To Finance Com- 
mittee. 

HB 144 amends the Gross Sales Tax 
Act to eliminate the % of 1% tax on 
gross proceeds of sales by wholesalers 
and jobbers. To Ways and Means Com- 
mittee. 


Severance.—HB 126 reénacts the 3% 
tax on timber and adds a 1% tax on 
tung oil nuts or china wood oil nuts 
or their products. —To Ways and Means 
Committee. 

See also SB 8 under “Sales” above. 


Tobacco.—HB 111 exempts from tax 
all tobacco sold on government reserva- 
tions. To Ways and Means Committee. 

HB 218 repeals Sec. 14 of the Tobacco 
Tax Law, which provides for compen- 
sation to dealers of 10% of the face 
value of stamps affixed by them. To 
Ways and Means Committee. 


New Jersey 


Gasoline.—AB 40 exempts all state de- 
partments, boards, etc., counties and mu- 
nicipalities from payment of motor fuel 
taxes. To Municipalities Committee. 


Property.—AB 7 repeals Ch. 291, Laws 
of 1941 (Railroad Tax Law). To Unfin- 
ished Business Committee. 

AB 53 fixes at 3.3% the rate of taxa- 
tion on railroad property. It defines 
“franchise base”; provides that the 
amount of franchise tax shall not exceed 
the amount of property tax and directs 
the Tax Commission to make adjustments 
for the year 1941 accordingly. To Rail- 
roads Committee. 

%Railroad Franchise.—Ch. 1 extends 
the time for payment of the 1941 rail- 
road franchise tax from February 2, 1942, 
to March 10, 1942. 
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New York 


Alcoholic Beverages.—See SPB 378 un- 
der “Franchise” below. 


Cigarettes—See also SB 
“Franchise” below. 

SB 455 provides that tax shall not 
apply on cigarettes sold to veterans in 
canteens of U. S. Veterans’ Administra- 
tion. To Taxation Committee. 


Estates.—See also SB 378 under “Fran- 
chise” below. 

SB 327 exempts from estate tax the 
estate of any person dying from injuries 
received while in the U. S. military serv- 
ice. To Taxation Committee. 

SB 549 provides for refunds of estate 
taxes erroneously paid. To Taxation 
Committee. 





378 


under 


Franchise.—SB 378 continues for an- 
other year the increased franchise (in- 
come) tax on business corporations; 
the emergency and additional emergency 
tax on motor fuels; the emergency taxes 
on estates, stock transfers, unincorpo- 
rated businesses, liquors and cigarettes. 
To Finance Committee. 

SB 547 provides that in computing the 
additional tax on dividends of real estate 
corporations for franchise tax purposes, 
net worth in excess of actual paid-in 
capital, instead of capital stock, shall be 
considered. To Taxation Committee. 


Gasoline—See SB 378 under “Fran- 
chise” above. 
Mortgage—SB 228 exempts from 


mortgage tax substituted mortgages as 
part of a reorganization plan pursuant to 
Sec. 77 as well as Sec. 77-b of the Bank- 
ruptcy Act pursuant to a decree of the 
U. S. District Court. To Taxation Com- 
mittee. 
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Motor Vehicles.—SB 276 permits reg- 
istration of vehicles during the year on 
a monthly basis, the fee to be determined 
by number of full months remaining in 
the year. To Motor Transportation 
Committee. 


SB 551 provides that taxicab compa- 
nies shall be subject to franchise tax as 
long as the motor fuel tax exceeds 2¢ 
per gallon. To Taxation Committee. 


New York City.—SB 420 continues 
until December 31, 1942, the time when 
certain real estate taxes may be paid at 

% rate of interest in New York City. 


To Cities Committee. 


Personal Income.—SB 231 and AB 253 
exclude members of the armed forces 
from the definition of “resident” for the 
duration of the war emergency. To 
Taxation Committee. 

SB 379 reduces by 25% personal in- 
come taxes for which returns are to be 
made for calendar years 1941 and 1942 
and for fiscal years or periods of less 
than a year in 1942 and 1943. To Finance 
Committee. 


SB 441 provides that a tax shall be 
levied on income of a resident estate or 
trust which has not been distributed to 
beneficiaries. To Taxation Committee. 


SB 442 provides that if a personal in- 
come taxpayer would not occupy the 
status of head of family except by rea- 
son of there being one or more depend- 
ents for whom he would be entitled to 
exemption of $400 each, the exemption 
shall be disallowed with respect to one 
of such dependents. To Taxation Com- 
mittee. 


SB 460 provides that in computing net 
income there shall be allowed as a deduc- 
tion, income taxes not to exceed $500 
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paid to the Federal Government. 
Taxation Committee. 

AB 390 classifies as a dependent for 
tax deduction persons under 22 years of 
age attending school or college. To 
Taxation Committee. 

AB 421 and AB 422 permit the pay- 
ment of personal income taxes in two, 
three or four installments, dependent on 
size of tax. To Taxation Committee. 

AB 430 permits deduction for state 
personal income tax purposes of U. S. 
income tax to the extent of 15% of the 
taxpayer's net income. To Taxation 
Committee. 


Stock Transfer.—See also SB 378 un- 
der “Franchise” above. 

SB 548 exempts from regular and 
emergency stock transfer tax transfers 
of shares from a corporation to its regis- 
tered nominee or from one nominee to 
another nominee if shares continue to be 
held for the same purpose as held by 
the corporation. To Taxation Committee. 


To 


Unincorporated Businesses.—See SB 
378 under “Franchise” above. 


Utilities—SB 443 continues for an- 
other year the additional 2% gross in- 
come tax on utilities. To Taxation 
Committee. 

SB 550 exempts from emergency tax 
utilities with gross incomes of $500 or 
less; includes omnibus companies and 
persons selling propane; defines telegraph 
service to include any method of trans- 
mission of messages, signals, alarms, 
notices or other information. To Taxa- 
tion Committee. 


Rhode Island 


Corporate Excess, Franchise, Gross 
Earnings.—SB 46 extends to April 1, 
1942, the time for filing corporate excess 
tax returns, franchise tax returns, and 
gross earnings tax returns of corpora- 
tions. 

Finance Companies.—HB 588 subjects 
installment sellers and sales finance com- 
panies to licensing and regulation by 
Deputy Banking Administrator. To Judi- 
ciary Committee. 


Virginia 
Alcoholic Beverages.—HB 139 repeals 


the 1940 liquor tax. To Finance Com- 
mittee. 


Income.—SB 68 and HB 155 permit 
the deduction of federal income taxes 
in making state income tax returns. To 
Finance Committee. 


HB 68 imposes an income tax of 3% 
on labor or trade unions. To Finance 
Committee. 


% Merchants’ License.—SB 47 provides 
for the computation of sales of motor 
vehicles and tires or both, or either for 
the purpose of measuring the state license 


tax on retail merchants for the license 
year 1942. 
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Taxation of Capital Gains and Losses 
[Concluded from page 142] 

that capital gains are for the most part fictitious and 
not real income. Likewise, experience has taught us that 
to place a high tax on capital gains severely impedes the 
flow of capital to its proper channels and acts as a deter- 
rent to the investing public. This was illustrated by the 
years 1913 to 1922 when capital gains were taxed at 
the same rates as ordinary income and because of its 
detrimental effect on business was radically changed 
in the subsequent acts passed by Congress. When the 
realization of profits is retarded by the menace of high 
taxes, and assets become frozen in the hands of those 
who possess them, an artificial market is produced. 
Prices skyrocket, interest rates increase and credit is 
unnaturally inflated. 

The third recommendation dealing with the allow- 
ance of capital losses as an offset against capital gains 
and the provision for a six-year carry-over of net 
capital losses is extremely important from a revenue 
raising point of view. Since under our present system 
long-term losses are deductible from other income and 
since the amount of deductible losses have exceeded 
the taxable gains, a resulting loss in revenue has 
ensued for the years 1938 and 1939. Under the plan 
as recommended, at its very worst, no loss in revenue 
from taxes on “ordinary income” would result to the 
government. 

The six-year carry-over provision is necessary in 
order to fairly and equitably distribute the tax burden. 
Under our present system it is possible for an indi- 
vidual to start out with a capital of $1,000,000 and in 
a few years find his capital severely depleted and yet in 
the meantime pay substantial sums of money in the 
form of income tax on capital gains. For example, 
let us assume that during the years the taxpayer 
had nominal ordinary income but sustained net short- 
term losses of $200,000 in 1938. In 1939 he realized 
long-term gains of $150,000; in 1940 he realized long- 
term losses of $300,000; in 1941 he realized short-term 
gains of $150,000; in 1942 he sustained short-term 
losses of $200,000 ; in 1943 he sustained short-term gains 
of $200,000. 


Year Loss Gain Taxes Paid 

1938 $200,000 ee 

1939 ; $150,000 $ 22,500 (15% of Gains) 

1940 .. 300,000 ; Sn enact ener: 

1941. 150,000 80,000 (1941 Rates) 

1942 200,000 : Pee 

1943 : 200,000 115,000 (1941 Rates) 
$700,000 $500,000 $217,500 (Taxes Paid) 


the fact that the capital losses far exceeded the capital 
gains, the taxpayer would have paid over $200,000 in 
income taxes on fictitious capital gains. 





According to our present system of taxation, despite 
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The final recommendation contained herein has for 
its purpose the elimination of the harsh distinction 
now existing between capital losses arising from the 
sale of property used in a trade or business or held for 
investment purposes and losses arising from the sale 
of property used for personal pleasure and convenience. 
Surely, it cannot be contended that a system which 
taxes gains on the sale of personal residences and 
arbitrarily disallows losses resulting from such sales 
is fair and equitable. This is one of the most glaring 
examples of inconsistency under our present method 
of treating capital gains and losses. 


Conclusion 


In conclusion, the method of treating capital gains 
and losses as herein recommended will accomplish 
the following purposes: 


(1) Provide the government with a source of revenue. 


(2) Remove the artificial influence now exerted by 
the present method on the holding and/or sale of 
securities. 


(3) Permit of the free flow capital to its proper 
channels. 


(4) Remove the abuses prevalent in the adoption of 
tax avoidance schemes. 


(5) Provide a fair and just method of determining 
an individual’s true ability to pay over a period of years. 

(6) Remove the harsh and arbitrary distinctions 
now made between certain capital losses. 


(7) Remove the difficult and expensive administra- 
tive problem in connection with the auditing of tax 
returns. 


* % 


The ten states paying the highest corporation in- 
come taxes to the Federal Government for the calendar 
year 1941 were: 


State Amount 
New York .. _ $573,377 ,441.57 
Michigan 211,663,003.25 
Illinois 200,764,256.71 
Pennsylvania ......... 194,404,865.51 
Ohio 165,861,181.22 
California 101,569,614.52 
Delaware .. 76,391,769.88 
New Jersey 74,745,533.59 
Massachusetts ........ 72,684,318.80 
Missouri 57,007 648.88 





Miscellaneous internal revenue collections for 1941 
amounted to $3,764,223,309.47 as against collections of 
$2,655,915,364.98 for 1940. 
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Federal Estate and Gift Taxation by Randolph E. 
Paul. Little, Brown and Co., Boston, Mass. 2 vol., 
pp. 1615. Price $20.00. 

One can not, unless accuracy is sacrificed to brevity, 
compress federal estate and gift taxation into a book- 
review length summary. In fairness, the like inability, 
which necessarily tempers the adequacy of any review 
of Mr. Paul’s most recent work, requires the fullest 
emphasis. Moreover, reviewers inevitably will recall 
that the highest criticism already has been accorded 
Mr. Paul’s expertisé—his selection as Tax Adviser 
to the Secretary of the Treasury. 

The successive studies in federal taxation’ have 
prepared us for the author’s all-angle approach to 
particular tax problems. In the present two-volume 
analysis of federal death and inter vivos taxation the 
same technical knowledge and awareness of the broader 
implications of -fiscal policy again are applied, with 
even more helpful results. 

Students and practitioners will find in Federal 
Estate and Gift Taxation the most complete textbook 
study of this increasingly active field. Each phase 
of the laws is analyzed, the interlocking patterns of 
estate and gift taxation examined, and always with 
a functional clarity of style. Particularly valuable is 
Mr. Paul’s tax-man’s approach to procedure before 
the Board of Tax Appeals and his definitive treat- 
ment of the practical aspects of valuation and assess- 
ment. Exhaustive references, both to cases and 
secondary authorities, an extremely usable index and 
case table, round out the text-book aspect of the 
volumes, rendering them an almost indispensable part 
of basic tax equipment. 


However, tax-knowledgeable practitioners will find 
much more in Mr. Paul’s work than a scholarly pres- 





'Paul, Studies in Federal Taxation (1937); Selected Studies in 
Federal Taxation, Second Series (1938); Studies in Federal Taxa- 
tion, Third Series (1940). 
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entation of law-as-it-stands. The whole of Federal 
Estate and Gift Taxation is weighty with implications 
of the tax trend. Traditional concepts of limited gov- 
ernmental function and correspondingly limited taxation 
are completely rejected. Tax evasion loses its last 
sublimated wrappings (and in a cold wind!). In- 
evitably, Mr. Paul’s awareness of our tax urgencies 
recalls the President’s Budget Message to the Seventy- 
Seventh Congress on January 7. For here, in a more 
specific form and supported by detailed study of 
tax-wise effects, one discovers the same insistence 
upon the elimination of the discriminatory provisions 
of the laws. Community property inequities are casti- 
gated ; re-scrutiny of the favorable status of insurance 
demanded. Unfortunately, one can note only a few 
among the possibilities—reénactment of a conclusive 
contemplation of death provision, addition of an in- 
heritance superstructure to the estate tax base, cor- 
rection of gift tax inadequacies, treatment of legacies 
as income—in short, final liquidation of those legalistic 
niceties which already are experiencing the sharp 
edge of the Supreme Court’s rationale. 


Federal Estate and Gift Taxation affords a highly 
comprehensive and authoritative study of the laws 
and their tendencies. For his work the author de- 
serves the commendation of a rightly grateful tax 
field—Robert G. Palmer, Attorney at Law, Chicago. 


Minimizing Death Taxes by C. Morton Winslow 
and K. Raymond Clark. Fourth Edition. Commerce 
Clearing House, Inc., Chicago, pp. 190. Price $1.00. 

Like its predecessors this book is designed to aid 
the estate owner and his consultants in making a 
study of the liabilities, exemptions and alternatives of 
taxation under inheritance, estate and gift tax statutes. 

Simple yardsticks are given by which to measure 
the problem created by these taxes and to weigh the 
respective merits of possible means of alleviation. 






















































































































































































FEDERAL TAXATION OF INSUR- 
ANCE TRUSTS 


Allan F. Smith 


40 Michigan Law Review, December, 1941, 
p. 207-259 


The attack on the preferred tax status of 
insurance has started, and while it is likely 
that the taxability of insurance will be al- 
tered in the future, whether the changes 
will be toward clarification of the statutes 
and regulations or an assault upon its pre- 
ferred tax status remains to be seen. How- 
ever, a discussion of this article is limited 
to a discussion of an institution of compara- 
tively recent origin, the life insurance trust. 

The life insurance trust may take many 
forms and serve a variety of purposes, but 
for present purposes it may be defined as 
a trust, at least part of the corpus of which 
is a policy of life insurance, in which the 
duty of the trustee is to receive the pro- 
ceeds of such policy and administer such 
proceeds as a trust. Such a trust, like any 
other, may be revocable or irrevocable. and 
may be funded or unfunded. The present 
objective is to survey the problems which 
may arise in the three major fields of fed- 
eral taxation and to determine the solutions 
which have been pronounced. 


The principal problems raised with re- 
spect to the federal income tax and life 
insurance trusts are: (1) the taxability of 
the income of a funded life insurance trust 
to the grantor thereof; and (2) the taxabil- 
ity or exemption of the proceeds of life 
insurance and endowment policies. 


By virtue of Section 167 of the Internal 
Revenue Code of 1939, the income of a 
funded insurance trust is to be taxed to the 
grantor thereof. It is apparent that this 
section supplements Section 166 by pro- 
viding for taxability of trust income to the 
grantor where he retains control of the in- 
come of the trust although detaching him- 
self from any control of the corpus. Although 
it does not specifically refer to irrevocable 
trusts, there is no question but that sub- 
section 3 of Section 167 applies to irrev- 
ocable as well as revocable insurance trusts. 

By its terms, the statute taxes the income 
to the grantor of the trust only if the in- 


i 
7, 


surance is “on the life of the grantor.” The 
wording of the statute opened the way for 
avoidance by placing insurance in the trust 
which is not on the life of the grantor 
thereof. Such an arrangement is certainly 
not covered by the literal words of the 
statute and there are cases which permit 
this method of avoiding the tax. But it 
would be a bold prophet who would assert 
that such condition would remain for long 
on the statute books. 


In the first place, he may be taxable under 
Section 166 if he retains a power to revest 
the title to the corpus in himself. He may 
be taxable under Section 167(a)(1) if the 
income is accumulated and there is some 
chance of his recapturing the corpus. But 
beyond those _ possibilities, transactions 
which appear to have been arranged for the 
special purpose of avoiding i income taxation, 
particularly where they involve close family 
relationships, are being subjected to close 
scrutiny, and the courts and taxing author- 
ities may go beyond the literal words of 
the statute. 


The statute by its terms purports to tax 
all income which may be applied to the 
payment of premiums on life insurance. In 
actual practice this particular clause is not 
so broadly construed. The mere provision 
in a trust indenture that the trustees “may 
invest in and/or pay the premiums upon 
any life insurance contracts or annuities for 
the benefit or welfare of any beneficiary 

. hereunder” is not enough to make the 
grantor liable to taxation on the income 
of the trust. Two limitations—(1) that 
there must be policies in existence, and (2) 
that liability is limited to the amount ac- 
tually used for life insurance premiums— 
appear to be engrafted on the statute. 
Whether there are policies in existence upon 
which the premiums may be paid may de- 
pend upon a construction of the instru- 
ment. 


In the ordinary funded trust, it is impos- 
sible to determine the exact income which 
will be produced by the securities; and 
there will usually be an excess of income 
over the amount necessary to pay the pre- 
miums on the insurance policies. Is this 
excess taxable to the grantor under any 
circumstances? The person to whom this 
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excess income may be taxed depends, 

course, upon the general principles of tax- 
ing trust income. If it is, by the terms oj 
the trust, to be distributed to the grantor, 








it is taxable to him. Likewise, if, in the dis- Jr, alt! 
cretion of one not having a substantial ad-J!as rem 
verse interest, it may be distributed to him, gterpre 








it is taxable to him. If it is accumulated§The st 
and added to the corpus, but the grantor taxable 
may recapture the corpus, it is taxable togthe dec 
him. If the excess is distributed to a named§‘e me 
beneficiary, not to the grantor. Conversely,gmmstr 
if the trust is revocable, the income is tax-} ay, th 
able to the grantor. If the excess is usedgtie tes 
to purchase additional insurance, on the life decisiv 
of the grantor, it is taxable to him. If thep ies @ 
excess income is not taxable to the grantor,J1'S OW 
then it will be taxed either to the trust orf Next 
the beneficiary, depending upon conditions§ tonal 
which need not concern us here. ler tax 
It has always been the policy of the fed- policie 
eral income tax statute to exempt. the a 
proceeds of life insurance policies from the * ed 
provisions of the income tax statute where 1 A 
they are paid by reason of the death of the§. “ 
insured. Under the present regulations, this a P 
exemption is applicable to corporate as well ae 
as individual beneficiaries and is applicable ‘<°CS 
even where the proceeds are payable to the wees 
estate. It is inapplicable, however, when the the Si 
proceeds are paid to a transferee of the pol- a a 
icy who paid a valuable consideratior ny 
therefor. — p 
Where an insurance trust policy pr rovides f they 
for periodic instalment payments from theB proce 
insurance company directly to a beneficiary, leced 
are these sums, or any part thereof, t ixableh Th, 
income? The commissioner has construe(§ trug 
the statute as meaning to exclude only thef satyy 
sum which would be payable in a lump sum and 
upon the death of the insured, regardless 1932, 
of the fact that the insurance contract itselifin sy 
calls for payment of the full sum covere’§ 1932. 
by the instalment payments. Such an inter # [f, 
pretation has been refused by the courtsBrax | 
in the cases which have come before them, festat 
the cases resting on the words of the stat-Fsoun 
ute and the legislative history of the taxingfto b 
statute. However, the courts are ready tof gene 
include in gross income any payments by} whet 
the insurance company which are really is th 
made by the insurance company as interest why 


in return for the use of the proceeds left 
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yith them. It is likewise not customary for 
endowment contract to be made the sub- 
‘ect of an insurance trust. It is entirely pos- 
able, however. 

The present statute dealing specifically 
with life insurance proceeds reads: 


The value of the gross estate of the decedent 
shall be determined by including the value at 
the time of his death of all property, real or 
yersonal, tangible or intangible, wherever situ- 
sted, except real property situated outside of 
the United States . . 

(g) To the extent of the amount receivable 
by the executor as insurance under policies 
taken out by the decedent on his own life; and 
to the extent of the excess over $40,000 of the 
amount receivable by all other beneficiaries as 
insurance under policies taken out by the dece- 
ent upon his own life. 
















As might be expected, taxpayers who first 
lt the impact of the act charged that it 
violated the Fifth Amendment in that there 
was really no transfer from the decedent 
which could be the legitimate subject of a 
transfer tax. Today, the constitutionality 
i this provision is settled, even as applied 
to policies which are payable to beneficiaries 
ther than the estate, at least if the dece- 
lent retained any incidents of ownership. 
ends, off A brief summary of the changes in the 
of tax-§administrative regulations is necessary at 
erms ofthis point to determine the constitutional 
crantorgproblems which exist at the present time, 
the dis-fior, although the language of the statute 
itial ad-fhas remained unchanged, the administrative 
to him.{iterpretations have been frequently revised. 
mulated lhe statute provides that in order to be 
srantorglaxable the insurance must be “taken out by 
cable togthe decedent upon his own life.” It is with 
















anamedgthe meaning of this phrase that the ad- 
iversely,f ministrative body has been concerned, To- 
> is tax-gday, the administrative regulations consider 
is usedgthe test of payment of premiums as being 
the lifef decisive on the question whether the pol- 
If theficies are “taken out by the decedent upon 
grantor, pis own life.” 
trust orf Next, the author considers this constitu- 
nditions§ tional question: Can Congress levy a trans- 
ier tax upon the proceeds of life insurance 
hee tad policies, regardless of whether the decedent 
apt the possessed any legal incidents of ownership 
rom thea” the policies, merely because the decedent 
o wien nad paid the premiums upon such policies? 
ok Ga " hile there are some cases which indicate 
ons, this that pa\ ment ot premiums alone is not suf- 
as wel cient to justify the inclusion of the pro- 
plicable eeds of insurance policies in the absence 
e to theg Tetaining some other legal incidents of 
shen theg “nership, it appears entirely probable that 
the pol-§ ‘Me Supreme Court, when called upon to do 
deration§°0 Will uphold the constitutionality of the 
new regulations, at least in so far as they 
., [|e prospectively applied, and in so far as 
provides they include in the gross estate only the 
rom thef>roceeds allocable to premiums paid by the 
eficiary.f decedent. 
taxable} The federal gift tax, after a considerable 
nstruech struggle, made its first appearance on the 
nly the statute books in 1924, was repealed in 1926, 
mp SUMBand reappeared (with some changes) in 
gardless 1932. With some modifications, the law is 
ct itself in substantially the same form now as in 
covered § 1937. : 
in —_ If, as has been frequently stated, the gift 
> cour tax was adopted as a supplement to the 
re them,Bestate tax and to the income tax, there is a 
he stat-Bsound basis for the conclusion which seems 
e taxing#to be developing in the decisions that the 
eady tofeneral test to be applied in determining 
ents byfwhether a transfer is subject to a gift tax 
> really}'s this: Is the transfer sufficiently complete 
interest} ‘0 that the value of the property transferred 
eds left§ Il not be included in the estate of the 





DIGESTS OF ARTICLES ON TAXATION 


transferror and thereby subjected to the 
estate tax? If it is not sufficiently com- 
plete, then no gift tax is to be imposed. 

In the unfunded trust, the policies only 
are transferred to the trust, and the ques- 
tion here is limited to the powers reserved 
which are equivalent to a power to revoke. 
It has already been noted that one must 
look both to the insurance policy and the 
terms of the trust instrument in order to 
determine what powers are retained to the 
grantor of the trust. 

By inference, when any of the powers 
named are reserved by the policy to the 
settlor, the creation of a life insurance trust 
does not involve a taxable gift. Or, if a 
power of revocation is reserved in the trust 
instrument, no taxable gift occurs until such 
power is relinquished. A power reserved to 
alter the beneficial interests, or to revoke 
after ten years, will result in no gift tax 
liability until the power ends. 

Until recently there appeared little ques- 
tion that a reservation of what is termed a 
“possibility of reverter” was not enough to 
prevent the gift tax from being due. Recent 
cases, however, have rewritten the law in 
regard to the estate tax, and the retention 
of a “possibility of reverter” by the decedent 
now renders the property includible in the 
gross estate because there is a “shifting of 
economic benefits” brought about by the 
death of the holder of such possibility of 
reverter. 

The unfunded insurance trust always 
contemplates that the insured-grantor pay 
the premiums upon the insurance in the 
trust, even after the trust is established. 
A serious question has arisen as to whether 
a trust of insurance where the grantor con- 
tinues to pay the premiums on the insurance 
shall be considered an incomplete gift re- 
gardless of his surrender of all other inci- 
dents of ownership. While there are cases 
which will have to be reconciled when a 
final test of the matter is made, it seems 
clear that at the present time, the creation 
of an unfunded life insurance trust will, if 
the policies be irrevocably assigned, result 
in the imposition of a gift tax on the value 
of the policy; a gift tax on the amount of 
each annual premium paid thereafter; and 
an estate tax on the proceeds of the policies 
in excess of the $40,000 specific exemption. 
Just as it would weaken the gift tax to fail 
to impose a gift tax where the settlor of a 
trust, retained a “possibility of reverter,” 
so would it weaken the gift tax so far as 
the transfer of life insurance policies is con- 
cerned to fail to impose a gift tax at the 
time the insured divested himself of all 
rights under the policies and vested them 
in someone else. 

In the unfunded trust, only the insur- 
ance policy or policies are transferred, and 
the problem of valuation is just the same 
in the insurance trust as it is in the case 
of an irrevocable assignment of the policy 
or the case of irrevocably naming a bene- 
ficiary of a policy. Section 1005 of the 
Internal Revenue Code of 1939 provides 
that “If the gift is made in property, the 
value thereof at the date of the gift shall 
be considered the amount of the gift.” The 
exceptional character of insurance policies 
makes for difficulty in determining “value.” 
The question of value of single premium 
policies has been settled by the Supreme 
Court in three cases decided February 3, 
1941, resolving a conflict which had existed 
among the circuit courts of appeals. Powers 
v. Commissioner, 312 U. S. 259, the third case, 
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affirmed the other two, holding that cost of 
replacement at the date of the gift was the 
criterion to be used for determination of 
value. 

Assuming that the continued payment of 
premiums by the insured is not sufficient to 
make the gift incomplete, the creation of the 
normal unfunded insurance trust would not 
involve the transfer of a fully paid policy, 
but would rather contemplate the continued 
payment of premiums by the _ insured- 
grantor. The present regulations provide in 
such cases that the gift of the policy is 
measured by the interpolated terminal re- 
serve value at the date of the gift plus the 
proportionate part of the gross premium last 
paid before the date of the gift which covers 
the period extending beyond that date, and 
indicates further that “valuation through 
sale of comparable contracts is not readily 
ascertainable when the gift is of a contract 
which has been in force for some time and 
on which further premium payments are to 
be made.” 


In the funded trust, in addition to the 
life insurance policies, the grantor transfers 
income-producing property to the trustee, 
the income from which is to be utilized to 
pay the premiums on the insurance. Until 
recently there appears to have been no dis- 
pute over the inclusion of the value of these 
securities under the gift tax statute. How- 
ever, it should be remembered that such 
of the income used to pay the premiums 
on insurance on the grantor’s life is taxable 
to the grantor. If the securities are thus 
considered “owned” by the grantor to the 
extent of taxing him on the income, should 
they not be considered as still owned by 
him and excluded from the gift tax? This 
argument was successfully made before the 
Board of Tax Appeals in the recent case of 
Martin Beck, 43 B. T. A. No. 23. 


Until 1938, a taxpayer was entitled, in 
the case of a gift made in trust, to his 
specific deduction of $40,000; in addition the 
first $5,000 of any gift made to a person 
(except future interests in property) was 
not included in determining the net taxable 
gift. These deductions would apply as well 
to insurance trusts as to trust of other prop- 
erty. Among the questions which rose under 
this latter provision were: (1) Where there 
are several beneficiaries of a trust, is the 
taxpayer entitled to a deduction for each 
beneficiary, or entitled to only one deduc- 
tion for the gift to the trust? (2) Where 
there are multiple trusts, each for the same 
beneficiary, is the taxpayer entitled to a 
deduction for each trust or only for the 
beneficiary? Both these questions involve 
merely the problem who is the donee of a 
gift in trust—the trustee or the beneficiary; 
but strangely enough cases arose holding in 
favor of the taxpayer in both instances, 
allowing deductions for each beneficiary, 
and allowing deductions for separate trusts 
for the same beneficiary. It has now been 
resolved by the Supreme Court that the 
beneficiaries of the trust are the real donees 
of a gift in trust. For gifts made at the 
present time, no such questions will arise, 
due to an amendment introduced by the 
Revenue Act of 1938, which, in addition to 
lowering the deduction to $4,000, provided 
that no deduction was to be allowed in cases 
of gifts to trusts. Thus, for gifts made after 
1938, if the gift is made by way of inter 
vivos trust, no deduction of the first $4,000 
is permitted. Only the specific exemption 
of $40,000 is accessible to the creator of a 
trust. 












































































































































































































































































































U. S. Supreme Court 


Dividends Paid by Lessee on Lessor’s Stock—Taxability.— 
Payments made directly to shareholders by the lessee or 
transferee of corporate property are properly recognized as 
income to the corporation by reason of the relationship of a 
corporation to its shareholders. The fact that there is an 
anticipatory arrangement whereby the grantor is not even a 
conduit of the payments is without significance. The tie be- 
tween a corporation and its shareholders is not severed even 
though the corporation remains in existence only to maintain 
a stock transfer book. 


Reversing decision of Circuit Court of Appeals, Seventh 
Circuit, reported at 41-1 ustc J 9307, 118 Fed. (2d) 174, which 
reversed the District Court, 40-2 ustc J 9500.—SC, in United 
States v. Joliet & Chicago Railroad Co. No. 151, October Term, 
1941. 42-1 ustc J 9222. 


Reorganization—Bankruptcy Sale.—Reorganization under 
Sec. 112(i)(1) of the 1928 Act was effected when a new cor- 
poration acquired the assets of a bankrupt, pursuant to a 
reorganization plan consummated with the aid of the bank- 
ruptcy court. The sale did not break the continuity of interest, 
as prior thereto the creditors had stepped into the shoes of 
the stockholders when the latter lost their participation rights 
by reason of the insolvency of the debtor corporation. The 
sale “did nothing but recognize officially what had before been 
true in fact.” It is immaterial that the assets were acquired 
at the bankruptcy sale by a noteholders’ committee who trans- 
ferred them to the new corporation. The separate steps were 
integrated parts of a single scheme. 

Affirming Circuit Court of Appeals, Fifth Circuit, 41-1 ustc 
7 9452, 119 Fed. (2d) 819, which affirmed Board of Tax Ap- 
peals, 41 BTA 324, CCH Dec. 10,999.—SC, in Guy T. Helver- 
ing, Commissioner of Internal Revenue v. Alabama Asphaltic 


Limestone Co. No. 328, October Term, 1941. 42-1 ustc 
7 9245. 


Reorganization — Bondholders’ Foreclosure.—Transaction 
whereby taxpayer corporation acquired all the assets of a 
predecessor corporation through the medium of a bondhold- 
ers’ committee which bought the assets at a foreclosure sale 
was not a reorganization within the meaning of Sec. 112(¢)(1) 
of the 1934 Act, as the transaction does not come under any 
of the five clauses (A) to (E) of that subsection. Change in 
the definition of “reorganization” in the 1934 Act differentiates 
this case from Helvering v. Alabama Asphaltic Limestone Co., 
supra. The requirements of clause (B) are not met because 
taxpayer did not acquire the assets solely for voting stock. 
It acquired them for voting stock and for stock purchase war- 
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rants (which are not stock). In addition, security holders of 
the old company owning $440,000 face amount of obligations 
were paid off in cash borrowed from a bank as part of the 
reorganization plan, the liability being assumed and later paid 
by taxpayer. This was not an assumption of the transferor’s 
indebtedness covered by the amendment of Sec. 112(g)(1)(B) 
by the 1939 Act. The transaction does not come within clause 
(C) because the transferor or its stockholders were not in 
control of the taxpayer corporation immediately after the 
transaction. Though the bondholders may be regarded as 
standing in the shoes of the old stockholders in determining 
continuity of interest, they were not stockholders for the 
purpose of the statutory definition of control. 


Reversing Circuit Court of Appeals, Fifth Circuit, 41-1 usre 
§ 9402, 119 Fed. (2d) 561, which affirmed Board of Tax Ap- 
peals memorandum opinion, CCH Dec. 10,808-I.—SC, in Guy 
T. Helvering, Commissioner of Internal Revenue v. Southwest 
Consolidated Corp. No. 286, October Term, 1941. 42-1 ustc 
q 9248. 


*x* * * 


There was no reorganization within the meaning of Sec. 
112(i)(1) of the 1932 Act where a bondholders’ committee, 
the successful bidder at a foreclosure sale, acquired for cash 
the properties which had originally belonged to the defaulting 
corporation, but which the latter had transferred to another 
corporation and an individual. The basis of the properties in 
the hands of the original owner could not be used under Sec. 
113 (a) (8), as the original owner was not the transferor. 

Affirming Circuit Court of Appeals, Ninth Circuit, 41-1 ustc 
7 9312, 119 Fed. (2d) 561, which reversed Board of Tax Ap- 
peals, 40 BTA 882, CCH Dec. 10,863.—SC, in Bondholders’ 
Committee, Marlborough Investment Co., First Mortgage Bonds 
v. Commissioner of Internal Revenue. Marlborough House, Inc. 
v. Commissioner of Internal Revenue. Nos. 128 and 129, Octo- 
ber Term, 1941. 42-1 ustc J 9247. 


Reorganization—F oreclosure Sale.—Reorganization was ef- 
fected (1932 Act) when taxpayer corporation acquired the real 
estate of an insolvent corporation from the trustee for the 
bondholders at foreclosure sale, taxpayer corporation having 
been formed by the bondholders for this purpose. Helvering 
v. Alabama Asphaltic Limestone Co., supra, followed. Depre- 
ciation of the realty may be based on the prior owner’s cost 

Reversing Circuit Court of Appeals, Ninth Circuit, 41-1 ustc 
{ 9470, 119 Fed. (2d) 846, which reversed Board of Tax Ap- 
peals memorandum opinion, CCH Dec. 11,045-C.—SC, in Pa!m 
Springs Holding Corp. v. Commissioner of Internal Revenue 
No. 503, October Term, 1941. 42-1 ustc J 9246. 
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Appellate and Lower Courts 


AAA Taxes—Claim for Refund Necessary.—Where the 
record did not show that plaintiff had or had not passed on 
the tax imposed on floor stocks of cotton under the AAA, the 
court finds that such question was not impossible of proof and 
that plaintiff is not entitled to a refund of such taxes. Plain- 
tiff’s refusal to comply with the statutes and the regulations 
in making the claim for the refund was based on the erroneous 
theory that the tax having been declared illegal, plaintiff was 
entitled to recover with no questions asked as to whether 
plaintiff had passed it on. Because no proper claim for refund 
was filed, the court has no jurisdiction—CC, in Morristown 
Knitting Mills, Inc. v. United States. No. 45241. 42-1 ustc 
q 9254. 


Banks and Trust Companies—Taxable Status.—In the tax- 
able years, taxpayer was an industrial bank under the laws of 
Connecticut. By state law, it was forbidden to receive money 
on deposit, but was permitted to sell certificates of indebted- 
ness either fully paid or on the installment plan. A substantial 
part of taxpayer’s business consisted of receipt of installment 
payments on certificates of indebtedness. Such certificates 
could be used as collateral for loans but a substantial part of 
the certificates issued were unassigned. Subject to certain 
limitations, including a thirty-day notice, installment payments 
could be withdrawn, and issued certificates were convertible 
into interest-bearing obligations, with a retention of the with- 
drawal right. The court holds that, irrespective of the state 
law which does not regard the payments as deposits, or the 
designation of those who made the payments as investors, 
depositors or something else, the payments for unassigned 
certificates are within the meaning of “deposits” in Sec. 104, 
1936 Act, and taxpayer is taxable as a bank under the 1936 
Act. 

Reversing District Court decision reported at 41-2 ustc 
{9511.—CCA-2, in Morris Plan Bank of New Haven v. Thomas 
S. Smith, Collector of Internal Revenue. No. 143, October 
Term, 1941. 42-1 ustc J 9239. 


Basis for Gain or Loss—Retirement of Assets—Adjustments 
for Depreciation and Obsolescence.—Taxpayer bought motor 
buses in 1917 and 1922, which, following a change in manage- 
ment in the latter year, were gradually replaced by new equip- 
ment until about November 30, 1923, when all of the old 
equipment was taken out of service and stored for eight months 
in garages and thereafter, until sold in 1926, in a guarded and 
fenced open-air lot for emergency use. On the finding that 
depreciation of the equipment had been properly charged on 
a mileage basis and that there was no appreciable physical 
depreciation or obsolescence of the equipment while in 
storage, the court holds taxpayer is entitled to deduct loss 
on the sale thereof in 1926 measured by the difference be- 
tween the selling price and the depreciated value as of No- 
vember 30, 1923 (date when superseded by new equipment).— 
DC, ND, Ill, E. Div., in The Omnibus Corp., and Chicago 
Motor Coach Co. v. United States. No. 43054. 42-1 ustc J 9224. 


Basis for Gain or Loss—Securities Acquired in Exchange.— 
It having been previously adjudicated that securities acquired 
in 1928 in an exchange for other securities were not received 
in connection with a reorganization, taxpayer’s acceptance of 
the Commissioner’s previously asserted legal stand does not 
estop it, after judicial determination that such position thus 
taken was erroneous, from taking a different position. Hence, 
the Board correctly held that the proper basis of securities 
acquired in the 1928 exchange and sold in 1930 and 1931 is the 
1928 cost of such securities. 

Affirming decision of Board of Tax Appeals, 42 BTA 1121, 
CCH Dec. 11,367, reported at 413 CCH { 7039.—CCA-7, in 
Commissioner of Internal Revenue v. American Light and Trac- 
tion Co. No. 7729, October Term, 1941. 42-1 ustc J 9233. 


Business Expense—Conservation of Estate.—Taxpayer, 
owner of a large estate left by her first husband, was properly 
denied deduction of salaries paid to her second husband and 
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another person for management of her business affairs, and of 
legal and accounting expenses incurred in connection with 
certain trusts, since such expenses were not ordinary and 
necessary expenses incurred in carrying on a trade or business. 


Affirming Board of Tax Appeals memorandum decision, 
CCH Dec. 11,779-B, reported at 413 CCH { 7379-B.—CCA-3, 
in Mayte C. Ross v. Commissioner of Internal’ Revenue. No. 
7863, October Term, 1941. 42-1 ustc { 9238. 


Capital v. Business Expense—Status of Interest on Unpaid 
Taxes.—Taxpayer’s claimed deduction for a settlement made 
in connection with the acquisition of an interest in oil and gas 
lands which was subject to litigation is denied, on the finding 
that the payment was a capital outlay and, therefore was not 
deductible under Sec. 214, 1918 Act, either as a business ex- 
pense or a loss. 


Interest on taxes unpaid after their due date is not a penalty. 
Taxpayer may not be relieved from payment of interest on 
the deficiency in tax because of a delay in restoration of the 
proceeding to its proper position on the calendar of the Board 
of Tax Appeals for a hearing, resulting from omissions on the 
part of attorneys who assumed to act for the taxpayer without 
his authority or knowledge. 

Affirming memorandum decision of Board of Tax Appeals, 
CCH Dec. 11,335-D, reported at 413 CCH { 7083-J.—CCA-10, 
in O. O. Owens v. Commissioner of Internal Revenue. No. 2333, 
January Term, 1942. 42-1 ustc § 9221. 


Capital v. Ordinary Loss—Reconveyance of Mortgaged 
Property to Mortgagee.—Where the mortgagor conveyed the 
property to the mortgagee and in addition paid $15,000 to the 
mortgagee in order to obtain a release of personal liability on 
the mortgage, such transaction was entire and was a sale of 
the property which made the loss deductible only as a capital 
loss in the amount limited by Sec. 117(d), 1936 Act. 


Affirming Board of Tax Appeals memorandum decision, 
Dec. 11,782-D, reported at 423 CCH § 7151-E—CCA-2, in 
Reba Richter v. Commissioner of Internal Revenue. No. 61, 
October Term, 1941. 42-1 ustc { 9201. 


Capital Stock Tax—Insurance Company—“Doing Business” 
—Refund Suit—Taxpayer was not an insurance company and 
was not entitled to exemption from capital stock taxes where 
the bulk of its income consisted of interest. Interest from 
lending money, dividends, and rentals from real estate do not 
constitute insurance income. 


Where the taxpayer had reduced its activities to the owning 
and holding of property and to the distribution of its avails, 
and is doing only the acts necessary to continue that status, 
and it is not permitted to maintain an organization for the 
purpose of continued efforts in the pursuit of profit, the tax- 
payer was not carrying on or doing business. Taxpayer there- 
fore is entitled to a refund of capital stock taxes for the years 
ending June 30, 1935, 1936, 1937. Claim for refund for year 
ending June 30, 1934 is barred by the statute of limitations. 


Where none of the payments sought to be recovered were 
made to a former collector, a defendant here, suit against him 
is dismissed.—DC, D. N. J., in The National Commercial Title 
and Mortgage Guaranty Co. v. Margaret Duffy, Exrx., Last Will 
and Testament of Charles V. Duffy, Deceased, Former Collector 
of Internal Revenue, Fifth Dist. of New Jersey, William H. 
Kelly, Former Collector of Internal Revenue, Fifth Dist. of New 
Jersey, and Thomas C. Smith, Former Acting Collector of In- 
ternal Revenue, Fifth Dist. of New Jersey. No. 1262-Civil. 
42-1 ustc J 9215. 


Compensation Paid in Stock.—Where a taxpayer’s contract 
of employment provides, in addition to other compensation, 
for a money bonus, and taxpayer is required by an inseparable 
provision of the same contract to exchange the amount of the 
bonus directly upon its receipt for stock of the employer at 
a fixed value, taxpayer realizes income in the amount of the 
fair market value of the stock received, since all that taxpayer 
can retain as a bonus is the stock. 
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Affirming decision of Board of Tax Appeals, 41 BTA 1287, 
CCH Dec. 11,124, reported at 403 CCH { 7324.—CCA-6, in 
George W. Mason and Hazel B. Mason, His Wife v. Commis- 
sioner of Internal Revenue. No. 8770. 42-1 ustc { 9217. 


Deductions—Corporate Losses—Bad Debts.—Taxpayer may 
not deduct as losses incurred in trade or business in the tax- 
able years net losses sustained in those years by two corpora- 
tions of which he was the sole owner, since taxpayer and the 
corporations were separate legal entities. 

lLosses sustained by two corporations are not deductible as 
bad debts by their sole stockholder in default of proof that 
the amounts claimed as bad debts represented loans rather 
than capital investments. 

Affirming decision of Board of Tax Appeals, 42 BTA 32, 
CCH Dec. 11,210, reported at 403 CCH { 7410—CCA-2, in 
Archibald R. Watson v. Commissioner of Internal Revenue. No. 
27, October Term, 1941. 42-1 ustec J 9204. 


Earned Income—Sources outside U. §.—When a taxpayer 
reports on the cash basis, his cash receipts for the period 
covered by the return are to be taken into account no matter 
when the transactions or services which produced the income 
may have occurred. Compensation received by a taxpayer in 
1932, when he was not a bona fide nonresident, for services 
performed in a foreign country in 1931, when he was a bona 
fide nonresident, is properly included in his 1932 return which 
was made on the cash basis. 

Affirming District Court decision reported at 41-1 ustc 
| 9465.—CCA-2, in Donald C. Muhleman and Central Hanover 
Bank and Trust Co., Exrs., Last Will and Testament of Arthur 
C. Mower, Deceased v. James J. Hoey, Collector of Internal 
Revenue, Second Dist. of New York. No. 88, October Term, 
1941. 42-1 ustc J 9203. 

Estates and Trusts—Business Activities—Where the tax- 
payer, as executor and testamentary trustee of an estate of 
substantial size, had broad discretionary powers to admin- 
ister the estate over a period of twenty-one years, the court 
holds that the taxpayer may deduct, as ordinary and necessary 
expenses, legal expenses arising out of actions brought to re- 
tain control or management of the estate as a going concern. 
It is immaterial whether deductions in respect of the same 
expenses have been allowed from the gross estate in comput- 
ing the federal estate tax. 

Affirming Board of Tax Appeals decision, 43 BTA 598, 
reported at 413 CCH § 7254.—CCA-4, in Guy T. Helvering, 
Commuisstoner of Internal Revenue v. Cecil B. Highland, Exr., 


Estate of Virgil L. Highland, Deceased. No. 4863. 42-1 ustec 
1 9199. 


Excise Tax on Automobile Parts—Rebuilt Generators.—A 
corporation which purchases and rebuilds automobile gener- 
ators which had become useless and then sells the rebuilt arti- 
cles on an exchange basis or a cash basis is a manufacturer 
of automobile accessories and subject to the manufacturer’s 
excise tax on automobile parts sold by the manufacturer. 
United States v. Armature Exchange Inc., 116 F. (2d) 969, 41-1 
ustc J 9206, followed. 

Reversing District Court decision reported at 40-2 ustc 
{ 9691.—CCA-8, in United States v. Armature Rewinding Co. 
No. 11,973. 42-1 ustc J 9223. 


Excise Tax on Sporting Goods—Children’s Baseball Play 
Suits——Children’s garments manufactured and sold by the 
plaintiff as “Baseball Play Suits,” in age sizes 12 to 16 are 
taxable under Sec. 609, 1932 Act, as “baseball uniforms” or 
“similar articles commonly or commercially known as sport- 
ing goods.” It is not material that plaintiff did not sell its 
products to sporting goods stores —CCA-2, in Sackman Bros. 
Co. v. James J. Hoey, Individually and as Collector of Internal 
Revenue. No. 166, October Term, 1941. 42-1 ustc J 9249. 


Gross Income—Gift Not Completed by Delivery.—Oral 
transfer of a two-thirds interest in a sweepstake lottery ticket 
by the taxpayer to his wife and children without consideration 
or delivery is not an effective transfer of ownership notwith- 
standing that payment was made to the alleged transferees. 
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Affirming Board of Tax Appeals decision, 41 BTA 935, CCH 
Dec. 11,076, reported at 403 CCH § 7276—CCA-6, in Harry J. 
Riebe v. Commissioner of Internal Revenue. No. 8754. 42-1 
ustc J 9168. 


Revocable Family Trusts.—(1) Where, in 1930, John Stuart 
created three trusts, one of each of his adult children, naming 
himself, his wife and a brother as trustees, co-trustees jointly 
had power to amend the trusts, the trusts were not short-term 
trusts, power of management was not retained by grantor, 
he had no specific right of recapture, and, under Illinois law, 
co-trustees could not revest title to the trust property in the 
grantor, he is not taxable under Sec. 22 (a), 166 (2) or 167 (a), 
1934 Act, on the income of the trusts for 1934 and for that 
part of 1935 up to August 3, 1935, when co-trustees executed 
an amendment to each of the trusts, making them irrevocable, 
and unalterable. (2) In the case of the R. Douglas Stuart 
trust, where the facts were in substance the same, except 
that during the taxable years the beneficiaries of the trusts, 
children of grantor, were all minors, grantor is liable only for 
tax on the income of the trusts distributed during the taxable 
year, such income being considered to have been used for 
grantor’s benefit in the discharge of his obligation to his 
minor children. 

Reversing memorandum decision of Board of Tax Appeals, 
CCH Dec. 11,408-B, reported at 413 CCH J 7083-D and 
reversing, as to the amounts of income which were not dis- 
tributed to the beneficiaries but were credited to the corpora 
during the taxable years the decision of the Board of Tax 
Appeals, 42 BTA 1421, CCH Dec. 11,401, reported at 413 CCH 
§ 7073.—CCA-7, John Stuart v. Commissioner of Internal Reve- 
nue. R. Douglas Stuart v. Commissioner of Internal Revenue. 
Nos. 7695, 7696. 42-1 ustc §-9159. 


Stamp Tax—Deed of Leasehold Interest—A deed of a 
leasehold interest for 99 years, renewable forever, in Maryland 
lands, which in Maryland must be by instrument acknowl- 
edged and recorded as a deed for fee simple interests, is 
subject to the stamp tax on convevances under Sec. 723, 
1932 Act.—DC, Dist. of Md., in C. Edward Jones and Harry 
L. Price, Trustees and Allied Mortgage Companies, Inc. v. M. 
Hampton Magruder, U. S. Collector of Internal Revenue, Dist. 
of Md. No. 1138. 42-1 ustc § 9160. 


Stock Transfer Tax—Suit for Refund—Contract Construed. 
—(1) In the case of a contract made in Utah for the transfer 
of property for common stock of a corporation and cash, parol 
evidence is permissible to identify the particular common 
stock to be transferred and to explain the manner in which 
the contract was to be carried out. 


(2) A contract executed on February 19, 1936, calling for 
conveyance by Amalgamated Sugar Co. to taxpayer of certain 
property for 710,096 shares of Amalgamated common stock 
and cash, did not become effective under the agreement, until 
acceptance by Amalgamated on April 15, 1936, which was 
after Amalgamated had provided for changing its common 
stock from no par value to a par value of $1 per share and 
for the exchange of no par value stock for $1 par value stock. 
The parties having clearly contemplated the transfer of $1 
par value stock and not the no par value stock outstanding 
when the contract was made, the correct tax due is $284.04 
and not 4 cents per share as assessed by the Commissioner. 

Reversing and remanding, with instructions, District Court 
decision reported at 41-1 ustc § 9456—CCA-10, in American 
Crystal Sugar Co. v. Ralph Nicholas, Individually and as Col- 
lector of Internal Revenue. No. 2341. 42-1 uste § 9155. 


Board of Tax Appeals 


Bad Debt Deduction—Sums Loaned to Employees.—Peti- 
tioner corporation lent money to employees for the purpose of 
enabling the employees to pay off bank loans which had been 
made for the purpose of purchasing shares in the petitioner. 
Petitioner seeks to deduct as bad debts, ten of the loans made 
to persons no longer in its employ and twenty-two loans to 
persons still employed by it. The Board holds that the debts 
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owed by the parties no longer employed by the petitioner are 
deductible and that the evidence shows that at the time of 
the charge-off certain of the accounts could have been col- 
lected as shown by the relation of the salary of the employee 
and the amount charged off, therefore only part of the debts 
owed by present employees are deductible. Such items are 
not deductible as business expenses or losses.—Armstrong Cork 
Co. v. Commissioner, Dec. 12,218-F; Docket 104885. Memo- 


randum opinion. 


Bonds Converted into Stock—Recognition of Gain or Loss. 
—Taxpayer received common shares as settlement of accumu- 
lated dividends due him on preferred stock. Prior to this 
settlement, the corporation had retired its preferred shares, 
and had reduced its capital. The Board holds that a non- 
taxable reorganization took place within Sec. 112, 1936 Act, 
and that the shares the taxpayer took were received in ex- 
change for securities of a party to the reorganization.—Ross 
i’. Judson v. Commissioner, CCH Dec. 12,235-B; Docket 99704. 


Memorandum opinion. 


Capital Gains and Losses—Real Estate Dealers.—Peti- 
tioner was trying to develop two oil wells. To finance these 
projects, petitioner sold some 2,600 parcels of real estate over 
a period of eight years. Petitioner’s office was equipped with 
a lecture room for prospective buyers. The land sold be- 
longed to petitioner as did all the profits from the sales. Peti- 
tioner contends that her main interest was the developing of 
oil properties, that the sale of real estate was incidental thereto 
and that the profits arising from such sales were capital gains 
under Sec. 117, 1934 and 1936 Acts. The Board holds that the 
petitioner’s gains were not from the sale of capital assets but 
were taxable as ordinary gains from sales made by petitioner 
in the ordinary course of her business.—S. Dysart v. Commis- 
stoner, CCH Dee. 12,235-H; Dockets 191860, 102966. Memo- 


randum opinion. 


Capital Stock Tax Return—Amendment of Declared Value 
after Expiration of Filing Period—The general manager and 
the main stockholder of the petitioner corporation left for a 
business trip and placed the bookkeeper and a minor executive 
in charge. During their absence, the bookkeeper prepared the 
capital stock tax return and filed it, as was his duty in the past. 
On returning, the general manager, after the time for filing 
had ended, filed another return with an increased declared 
value. Petitioner seeks to use this increased value in comput- 
ing its excess profits taxes for 1936 and 1937. The Board 
holds that if the first return were authorized the capital stock 
value as shown may not be changed by an amended return. 
If the first return were not authorized, the action of the 
general manager in applying for permission to file an amended 
return after the due date did not amount to a repudiation of 
the first return. The general manager, after the due date could 
not have asked for an extension of time for filing a return. 
Petitioner is not entitled to use the increased declared value.— 
Westland Theatres, Inc. v. Commissioner, CCH Dec. 12,236; 
Docket 101391. 46 BTA —, No. 11. 


Claims for Refund—Definition.—A protest against addi- 
tional taxes proposed in a letter from the Commissioner prior 
to the notice of deficiency was not a claim for refund within 
the meaning of Sec. 322, 1932 Act, even though the Commis- 
sioner, in computing the proposed deficiency, had eliminated 
the items of income which taxpayer had reported and had 
taxed them to her husband, and had substituted an amount 
representing the value of her life interest in a lease, received 
during the year under an agreement of separation from her 
husband. The Board held that the protest made no reference 
to tax paid, made no demand for refund of taxes already paid, 
and was intended merely as a protest against the assertion of 
any additional tax.—Julia A. Forhan v. Commissioner, CCH 
Dec. 12,180; Docket 85367. 45 BTA —, No. 127. 


Community Property Agreement.—The Circuit Court of 
Appeals for the Ninth Circuit in Black v. Com., 40-2 ustc 
© 9617, 114 Fed. (2d) 355, reversed the opinion of the Board in 
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Milton A. Black, 39 BTA 1068, CCH Dec. 10,717, and held that 
an agreement between petitioner and his wife was effective to 
stamp as community income the petitioner’s share of profits 
of the partnership operating land in Washington and the in- 
come-from petitioner’s land in Washington and Idaho not 
operated by the partnership. Further, that that portion of the 
income attributable to petitioner’s services would necessarily 
be his separate property and taxable to him alone, since the 
status of earnings is controlled by the law of the domicile 
(Oregon). The proceeding having been remanded, the Board 
here determines the amount of personal earnings, attributable 
to the personal services of the petitioner, for the years 1934 
and 1935.—Milton A. Black v. Commissioner, CCH Dec. 
11,837-B; Docket 93056. Memorandum opinion, 


Compensation for Personal Services—Reasonableness.—As 
a condition to the use by the petitioner of a franchise to bottle 
and distribute Nehi beverages, it was necessary for it in 1937 
to employ as “adviser and consultant” the former owner of the 
petitioner’s business at a compensation of $700 per month for 
a term of thirty-eight months. The Commissioner contended 
that the compensation payments were so large that an infer- 
ence can be drawn that they included, at least in part, capital 
expenditure. It is held that the payments in 1937 constituted 
salary. The evidence showed that the employee’s salary for 
the preceding year was $12,000, and the president of the cor- 
poration from which petitioner obtained its franchise testified 
that $10,000 would be an extremely reasonable annual com- 
pensation for the services in question.—Nehi Bottling Co. v. 
Commissioner, CCH Dec. 11,838-A; Docket 102054. Memo- 


randum opinion. 


Contract Restricting Dividends Payment.—Petitioner’s 
board of directors passed a resolution forbidding the payment 
of dividends while petitioner remained indebted to the bank. 
This resolution was received by the bank prior to May 1, 1936. 
The Board holds that such a resolution is not a “written con- 
tract” within the meaning of Sec. 26(c)(1), 1936 Act nor does 
the transmittal to the creditor make it so—Tugwell & Wise- 
man, Inc. v. Commissioner, CCH Dec. 12,245-A; Docket 103979. 
Memorandum opinion. 


Contract Restricting Dividends—Provision of By-Law.— 
Petitioner’s by-laws contained a provision that dividends could 
only be declared “at a regular meeting pursuant to law.” The 
state of incorporation forbade the declaration of dividends out 
of capital. Since petitioner had no surplus, it seeks to deduct 
a credit for a contract restricting the payment. The Board 
holds that provisions in corporate by-laws do not satisfy the 
requirements in Sec. 26(c)(1), 1936 Act, relative to a written 
contract. The contention that the surtax on personal holding 
companies is unconstitutional is without merit—Morris In- 
vestment Corp. v. Commissioner, CCH Dec. 12,235-E; Docket 
105148. Memorandum opinion. 


Corporation Credits—Contract Restricting Disposition of 
Profits—The controlling stockholder of the petitioner and a 
holding corporation entered into written contracts which, 
among other things, prohibited the payment of dividends while 
a certain mortgage of the petitioner was in effect. A few days 
later the said mortgage and bond contracts were executed but 
such contracts did not contain the above prohibition, they only 
contained a restriction requiring a certain percentage of the 
net earnings in each calendar year (less designated charges) 
to be applied on the mortgage indebtedness. The Board holds 
that the petitioner is not entitled to the credit provided for in 
the case of contracts restricting the payment of dividends 
under Sec. 26 (c) (1), 1936 Act, since the contract of the peti- 
tioner did not contain such provision as is expressly required. 
However, the restrictive language in the bond and mortgage 
contract is sufficient to bring petitioner within the scope of 
Sec. 26 (c) (2), 1936 Act, which allows a credit for a contract 
expressly dealing with the disposition of profits during the 
taxable year.—Yuergling Dairy Products Corp. v. Commissioner, 
CCH Dec. 12,139-B; Docket 105077. Memorandum opinion. 
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Corporation Credits—Payments in Discharge of Debt— 
Contract Restricting Dividends.—Where stockholders who 
had made advances to a corporation and, under an agreement, 
corporation was relieved of its indebtedness and became in- 
stead obligated to buy back from stockholders second pre- 
ferred stock as quickly as possible, with cash available from net 
earnings, without unduly weakening its financial position, no 
amount of earnings and profits of the taxable year were 
required to be paid in discharge of a debt, and, therefore, no 
credit to the corporation is allowable under Sec. 26 (c) (2), 
1936 Act. Although contract requires use of available earnings 
for redemption of stockholders’ second preferred shares “be- 
fore paying any dividends other than first preferred dividends,” 
a requirement to use earnings to purchase stock does not come 
within the credit-allowance conditions of Sec. 26 (c) (1), 
1936 Act, and, furthermore an amount used to buy shares 
of one shareholder of a class is preferential and the credit on 
that account is prohibited by Sec. 27 (g), 1936 Act. Stock- 
holders’ resolution does not support a credit claim since it is 
not an executed contract, which is prescribed by the statute 
as a condition to the claimed credit—The Elliott Addressing 
Machine Co. v. Commissioner, CCH Dec. 12,218-A; Docket 
105247. Memorandum opinion. 


Gain or loss—Recognition—Transfer to Controlled Corpo- 
ration.—A transaction pursuant to a plan of reorganization 
under section 77-B of the Bankruptcy Act, whereby a corpo- 
ration exchanged money for stock of a new or reorganized 
company and the noteholders exchanged convertible gold 
notes of the old company for stock and securities of the new 
company, is held to constitute nontaxable exchanges within 
Sec. 112 (b) (5), 1934 Act, the record indicating that the 
amount of securities received by each transferor was substan- 
tially in proportion to his interests in the property prior to 
the exchange. Hence transaction did not give rise to gain 
recognizable for tax purposes in excess of the cash received 
by the transferor noteholders.—George P. Skouras v. Commis- 
sioner; Charles P. Skouras v. Commissioner; Spyros P. Skouras 
v. Commissioner; Florence L. Skouras v. Commissioner, CCH 


Dec. 12,211; Dockets 103609-103611, 103618. 45 BTA —, 
No. 159. 


Income of Decedent—When Reported.—Petitioner’s dece- 
dent was president of the X Corporation from 1930 until his 
death in February, 1936. X made a practice of paying part 
of its officers’ salaries in cash and giving them negotiable 
demand notes for the balance, taking as deductions from its 
income the entire amount of such salaries. This practice coin- 
cided with the wishes of its officers, who considered these 
notes the best investments they could make. X was solvent 
and the notes were worth their face amount. Decedent 
received notes of X during the years 1930 to 1935, inclusive. 
He reported two of these notes as income, but did not report 
the others. Respondent included the latter in decedent’s 
income for the period January 1 to February 25, 1936, under 
Sec. 42, 1936 Act. Income represented by the fair market 
value of the notes was received by decedent in the period in 
which such notes were issued to him and is not subject to the 
application of Sec. 42, 1936 Act. 

Sternhagen, Arundel, Black, Mellott, and Opper dissent, with- 
out written opinion.—Estate of George H. Letz, Deceased, 
George H. Letz, Jr., Exr. v. Commissioner, CCH Dec. 12,209; 
Docket 99940. 45 BTA —, No. 157. 


Bureau of Internal Revenue 


City Real Estate Taxes—Accrual.—_New York City real 
estate taxes accrue at the time when, under the charter of the 
city of New York, the real property assessment rolls are de- 
livered to the collecting officer with warrants attached author- 
izing collection of the taxes. 

Nonacquiescence (CB 1940-1, 5) in S. E. & M. E. Bern- 
heimer Co. v. Commissioner (41 BTA 249), withdrawal; IT 2834 
(CB XIII-2, 189 (1934)), revoked, and JT 3328 (CB 1939-2, 
84) modified to the extent that it is in conflict with the views 
expressed herein.—IT 3527, 1942-4-10964 (p. 3). 


TAX ES—The Tax Magazine 


March, 1942 


Consular Offices—Excise Tax Exemption.—In the absence 
of any treaty with the United States providing exemption 
from federal excise taxes, exemption of the consular officers 
of a foreign government from federal excise taxes is allowable 
only where the legal incidence of the tax falls directly upon 
the foreign government, i. e., where the liability arises in the 
performance by such officers of governmental functions for 
their government, and the foreign government is directly 
obligated to pay such taxes.—ST 681 (CB XII-1, 455 (1933)) 


as supplemented and modified, revoked in part.—ST 926, 
1942-2-100957 (p. 6). 


Deductions—State Gasoline Tax.—The tax of 4 cents per 
gallon on gasoline and motor fuel imposed by the State of 
Louisiana under the provisions of Act No. 6 of the extra 
session of 1928, the additional tax of 1 cent per gallon im- 
posed under the provisions of Act No. 1 of the extra session 
of 1930, and the tax of 2 cents per gallon imposed under the 
provisions of Act No. 87 of the session of 1936 in lieu of the 
taxes previously imposed by the parishes and the city of New 
Orleans are deductible by the dealer who pays them. If, 
however, the taxes are added to or made a part of the business 
expense of the dealer, or are otherwise used to reduce his net 
income, they are not deductible separately as taxes. 


GCM 8936 (CB X-1, 110 (1931)) and GCM 14970 (CB 
XIV-2, 69 (1935)) revoked.—GCM 22998, 1942-1-10946 (p. 4). 


Excess Profits Tax—Base Period Net Income.—In com- 
puting the average base period net income for excess profits 
tax purposes under section 713(f) of the Internal Revenue 
Code, as amended by section 4 of the Excess Profits Tax 
Amendments of 1941, where there was a deficit for the first 
half of the base period, it should be given its full effect as a 
deficit and not treated as zero. Therefore, such a deficit 
should be added to the net income for the second half of the 
base period to determine the difference to be divided by 2 


under paragraph (3) of section 713(f).—GCM 23047, 1642-5- 
10977 (p. 6). 


Exemptions—Insolvent Banks.—Claims of general creditors 
of an insolvent state bank in Texas are on a parity with claims 
of depositors within the meaning of section 464A.11(b) of 
Treasury Decision 4958 (CB 1940-1, 74). However, section 
3798 of the Internal Revenue Code relating to the immunity 
of insolvent banks is for the benefit of depositors and not for 
general creditors, and the reason for deferring tax claims of 
the government no longer exists after all depositors have been 
paid in full even though some of the other creditors have not 
been paid in full. 


SM 4486 (CB IV-2, 94 (1925)) modified to the extent that it 
is in conflict with section 464A.11(b) of Treasury Decision 4958 


or with conclusions reached herein—GCM 22985, 1942-2-10955 
(p. 2). 


State Gasoline Taxes.—GCM 22998 (IRB, 1942-1, 4), holding 
that certain Louisiana gasoline and motor fuel taxes are de- 
ductible for federal income tax purposes by the dealer and not 
by the consumer, will be applied only to the taxable year 1941 
and subsequent taxable years—IT 3526, 1942-3-10960 (p. 2). 


Tax for Period Less Than 12 Months.—A final excess prof- 
its tax return covering the period January 1, 1940, to June 30, 
1940, as of which date the M Company ceased operations and 
was dissolved, the corporation retaining no assets, is a return 
for a period of six months. Under section 711(a)3 of the 
Internal Revenue Code, the express profits net income should 
be placed on an annual basis—GCM 23064, 1942-5-10976 (p. 5). 


Tax-free Sales.—Sales of articles (taxable under Chapter 
29 of the Internal Revenue Code) to the Federal Deposit 
Insurance Corporation are held exempt as sales “for the ex- 
clusive use of the United States,” within the meaning of 
section 3442 of the Code. 


ST 842 (CB XV-2, 346 (1936)) modified —ST 925, 1942-2- 
10956 (p. 5). 








If, 
ness 
net 


(CB 
». 4) 


cOom- 
-ofits 
enue 
Tax 
first 


ditors 
laims 


yn 4958 
-10955 


hc yiding 


return 
of the 
should 


